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CHAPTER I
INTRODUCTION

The Department of Defense (DOD) comprises a significant
portion of all procurement done by the Federal Government.
Where price competition is available, procurement of goods
and services can take place on an "accépt the lowest bid"
basis. However, much of the DOD's precurement takes place
without benefit of price competitionig and cest data must be
relied upon in determining procurement contract prices.

For fixed—-price contracts, where the contract price is
fixed in amoeunt and the contractor has full responsibility
for controlling cests and achieving a profit, various types
of cost analyses are used by the coentracting oefficers as a
basis for!negotiating the contract price. For cost-
reimbursement contracts, where total centract price is an
after-the-fact determination based upen actual cests plus a

negotiated fee, cost data are needed throughoeut contract

1There are numerous reasons why price competition might
be lacking in specific situatiens. Primary among them are:
(1) reliance on a sole supply source made necessary because
of the expertise required of the supplier: (2) the type of
work to be performed never done before; (3) indefinitive
specifications of work to be done; and (4) work of a secre-
tive nature which prevents any type of advertising er
competitive bidding.



negotiation and performance. The results are that methods
of determining and communicating cost data fer individual
contracts are vital te determining the prices of contracts
placed by the DOD with private industry.

Cest accounting is often considered a specialized area
within the tetal accoeunting framework, and cesting defense
contracts might be considered a specialized area of cost
accounting., Cenventional practices for cesting defense con-
tracts are primarily extensions of each contractor'®s own
accounting system and precedures. These practices are the
result of the absence of unified thinking as te these types
of costs which should be accepted on Goevernment centracts as
well as the related cest accounting methods for assigning
costs te individual contracts.

During the course of the literature review, which in-
cluded publicatiens of various accounting and ether profes-—
sional organizations, private firms, and Gevernment, little
material was found dealing with conceptual aspects of costing

defense contractsg2 The literature generally dealt with

21t should be mentibﬁed here that one cenceptual area

in which the DOD has been the forerunner is in the imple-
mentation of Planning, Programming, Budgeting Systems (PPBS)
in Government. Primary application of PPBS within the DOD
has been its use as a management toeel in allecating resources
to various defense programs by providing budgeting informa-
tion and a framework for resource allocation decisions. The
only significant relationship ef this study to PPBS would be
the input to PPBS that might be gained from the cost account-
ing function. In all other respects the two functions differ
since costing defense contracts takes place after resource
allocation decisions have been made within a PPBS framework.,



isolated instances focusing on precedures or techniques
rather than underlying concepts of costing. The lack of
concern for basic costing concepts is probably due to tradi-
tional utilization of cest accounting for internal manage-
ment uses which, as would be expected, consists of procedures
and techniques designed to best satisfy management's needs
in each instance,

For fimnancial accounting purposes, the accounting
profession has developed generally accepted accounting prin-
ciples teo provide guidance and proemete unifermity in finan-
cial repoerting. Due to the specialized nature of cost
accounting within each firm, no counterpart of generally
accepted accounting principles exists in the cost accounting
field. This situation becomes especially neticeable during
attempts to specify how costs are to be determined for cost-
reimbursement centracts., "Thus, in the cost accounting
areas there is ne generally accepted statement of cest
accounting principles which ceuld be used in a contract to
express the will of the par’tiesa”3

The DOD has used its own cest principles since the
1940's in attempts to better specify those costs that should
be charged to defense contracts. During the 1960's, both
the DOD and defense contractors directed greater attention

to the numerous costing methoeds in use and the lack of

3Howard W, Wright, Accounting for Defense Contracts
(Englewood Cliffs, 1962), p. 9.




agreed upon coencepts dealing with costing preblems. The
increased attention to cesting matters eventually resulted
in legislation designed to provide better guidelines for
costing defense contracts,

Lack of adeqﬁate treatment in the literature of con-
cepts for costing defense contracts was the primary reasen
for initiating this study. In attempting te improve upon
current contract cesting metheds,; legislation has been
passed to provide for develeping and premulgating cest
accounting standards. However, identifying and defining
appropriate concepts for the contract costing process is
considered a first step in oerder to previde a proper basis
for developing the standards. The conceptual framework

developed in this study is intended to serve such a purpose.
Purpose

Cost accounting standards useful for providing guidance
in contract costing must be based upon usable costing con-
cepts. The literature reflects that in the past, a piece-
meal approach has been taken to contract cesting preblems,
resulting in a lack of any type of coordinated set of con-
cepts for determining coentract costs. Therefore, this study
develops a conceptual framework for developing cost account-

ing standards.

ZlDefense Production Act— Extension, Etc., Statutes at
Large, LXXXIV, Sec. 796 (1970).




Methodology

Two methods were used for determining the requirements
of a conceptual framework: (1) the development of tentative
concepts from the literature review and (2) a field study of
a large defense prime contractoer. The review of the litera-
ture was undertaken to secure a therough understanding of
defense contract costing problems and to search for the
existence of appropriate concepts. Various publications
were examined, including those from the Federal Gevernment,
professional accounting organizatiens, industrial organiza-
tiens,; private firms, and relevant court cases.

The field study was designed to supplement the infoerma-
tion gained from the literature review so that a complete
conceptual framework could be developed, The basic approeach
to the field study was te examine contract cases of :the ref-
erenced defense contractor over a several-year peried in
search of elements that should be included in the costing
framework, not revealed in the literature.

After fully developing the framework, one representa-
tive case was selected and written up to demonstrate the
soundness of the framework. Only one case was selected for
this purpese in order to prevent duplications of material
since all of the case studies contained similar characteris-
tics as their essential ingredients.

In selecting the case to be written up twe sources were

utilized. First, Board of Contract Appeals Decisions were



reviewed for the period 1965 through 1972 to determine if
costing issues revealed in the cases were sufficient fér
demonstrating the completeness of the framework developed in
this study.

Second, contract audit cases of the field study firm
were reviewed in search of a single case that could ade-
quately serve as a demenstrative example of all the cases
reviewed. Appreoximately 500 repoerts of supplier contract
audits cevering the period 1968 through 1972 were scruti-
nized, and theose audits with reperts indicating the invelve-
ment of a broad range of contract cesting issues were
selected for a more detailed examinatien. Froem these
selected, one audit case was picked by this writer as being
representative of all the cases examined. Management of the
Auditing Department of the field study firm cencurred with
the case selection and also indicated that the case was a
fair representation ef the types of costing preblems ner-
mally encountered by them during the course of contract
audits. A summary of the cases reviewed in detail, both
live and published, as well as the appreach te selecting
published cases, . is previded in Appendix A. The case
selected for the comprehensive write-up is the subject of

Chapter IV.
Scépe

The total requirements for costing all types of defense

contracts cover a broad: area. Teo previde cemprehensive



treatment of all costing requirements was beyond the scope
of this study. Instead, attention focused on identifying
and developing basic objectives and costing concepts for
assigning costs te cest-type contracts oenly, within which
cost accounting standards might be develeped, as opposed to
stating detailed rules that are likely to be a part of
fully developed standards.

The field study was of a dualitative nature designed to
supplement and complete the tentative framework developed
from the literature review, Accordingiy9 noe attempt was
made to subject the results to statistical analysis. Among
the cases reviewed many similarities were noted and, in
order to eliminate duplication, only one case examined in
the field research was written up in this study. The confi-
dential nature of material in the case necessitated disguis-
ing names, places, and gquantitative data, but in ne way
limited the effectiveness of the purpeses of the case or the

field study.
Significance

In the past a strict pragmatic approach has been taken
for solving most problems encountered in costing defense
contracts. During the course of the literature review it
became evident that many noew recognize a need for a concep-
tual approach to cesting defense contracts. Of these favor-
ing the development of cost acceunting standards based upon

some type of conceptual foundation, Anthoeny's comment 1is



typical. He states that the first stage in developing cost
accounting standards sheuld be '"The developmet of a few

5

underlying, basic concepts." This study fecused primary
attention on the development of such cencepts, but also
demonstrated applicability of the concepts te actual con-

tract costing practices in & case study (Chapter IV).
Organization of the Study

In order to accomplish an orderly presentation for the
remainder of this study, the following eorganization is
utilized,

Chapter II: A historical development of centract cost-
ing guidelines and coest accounting étandards legislation is
presented., Special emphasis is placed on current costing
guidelines contained in the Armed Services Procurement Regu-
‘lation, its deficiencies,; and the need for a different
approach to cesting defense contracts.

Chapter III: A conceptual framework for coesting
defense contracts is develoeped. Each component of the
framework is discussed in terms of its meaning in accounting
generally then more specifically within the field of Qost
accounting. For each of the cost measurement and allocation
concepts one methed of implementation is suggested to demon-—

strate how the concept might be put inte practice.

5Robert N. Anthony, "What Should "Cest' Mean?'" Harvard
Business Review, LXVIII (May-=June, 1970), p. 125.




Chapter IV: From the summary of published and field
study cases presented in Appendix A; one field study case is
developed and presented as a case study. The case write-up
provides a means for presenting a real-weorld situation for
defense contract costing in additien to providing a means
for demonstrating the soundness of the framework developed
in Chapter III.

Chapter V: A summary of the purpese and research ap-
proach of this study is presented. Each component of the
costing framework developed in this‘study is reviewed, and
recommendations are made for possible future research that

should be beneficial to the defense contract cesting field.
Definitien of Terms

Generally Accepted Accounting Principles

Generally accepted accounting principles are derived
primarily from practice and agreement rather than being
formulated from a foermal set of postulates. Generally
accepted accounting principles encompass the conventions,
rules, and procedures necessary to define accepted account-
ing practices at a particular time@6 References to gener-
ally accepted accounting principles in this study are within

the context of financial accounting (external reporting via

American Institute of Certified Public Accountants,
"Bagic Concepts and Accounting Principles Underlying Finan-
cial Statement of Business Enterprises,’ Statement of the
Accounting Principles Board No. 4 (New York, 1970), p. 5k&.
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financial statements) as opposed to the more specialized
field of cost accounting (internal accounting utilized for

cost allocations and the various managerial functions).

Cost-=Type Contract

Compensation arrangements between the Government and
contractors are accomplished throeugh the utilization of a
variety of centracts. A cost-~type contract is one under
which the contracter is reimbursed for allowable ceosts
assignable to a contract either with er without fee. In
reference to defense contracts, cest-type and coest~
reimbursement are often used in describing the same type of
contract and are considered synonyms in this study. Other
terms intended to have the same meaning and used inter-
changeably in this study are ‘'contracter" with "supplier"

and "costs" with "expenses."

Costing

"Costing is the process of determining the cost of
doing something, e.g., the cost of manufacturing an article,
rendering a service, or performing a functiono”7 In this
study, the term "coesting' will refer to the process of meas-

uring and assigning cests te individual coentracts.

7George J. Staubus, Activity Costing and Input-Output
Accounting (Homewood, 1971); p. 1. ‘ ‘
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Cost Objective

"The article manufactured, service rendered, or func-
tion performed is known as the object of costingm"8 An
object of costing, termed 'cost objective" in this study, is
any product, program, or service for which coeosts are
incurred. Firms undertake numerous activities and incur
costs in pursuit of objectives. A cost objective can be any
organizatienal unit, activity, prbduct9 program, or service
to which costs are to be identified and assigned.

Cost objectives may be intermediate or final. For
example, an indirect cost pool awaiting dispesition to ether
indirect cost pools or final cest objectives would be an
intermediate cost ebjective. Examples of final cost oebjec-

tives are end products or defense coentracts.

Costing Concepts

McFarland has used the word ", . s"'concept! . . . to

designate those mental impressions associated with accoeunt-

9119

‘ing terms, . o In further describing the use of account-

ing concepts in the proper coentext, McFarland stated:
"Operational definitiens ef acceunting concepts can be for-

1
mulated only in context of intended uses . . o " 0 The

8Ibido

9Walter B, McFarland; Concepts fer Management Accounting
(New York, 1966)., p. k4. '

1

%1bid., p. 5.
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accounting terms of primary interest in this study will be
formulated within the context of costing defense contracts.,
The purpose of these concepts is to provide a framework

" designed to promoete a better understanding between parties
to a éostmtype contract as toe those costs which should be

assigned to the contract.

Cost Accounting Standards

As revealed in the literature, the term 'cost account-
ing standards" has no generally agreed upon meaning. As
used in The General Accounting Office (GAO):study to deter-
mine the feasibility of utilizing uniferm coest accounting
standards for costing defense contracts, the term included
related principles, standards, and general rules of proce-

' 11
dures and the criteria for their usage. Since this defi-
nition lacks specific meaning, it will be used in this study
only when reference is made to the GAO feasibility study.
For all other purposes of this study, the following defini-
tion of cost accounting standards will be used:

Cost standards are the means by which coesting con-

cepts are implemented. A cost standard or cost

principle is a normative statement indicating how
specific cest elements or groups of elements should

be assigned to individual cest oebjectives, in this

case individual contracts. The accounting rules

and procedures that a particular contractor has

adoepted determine how much cest is assigned teo
individual centracts. The coentractor has a good

11
U. S. Comptroller General, Report on the Feasibility

of Applying Uniform Cost Accounting Standards to Negotiated

Defense Contracts (Washingten, D. C., 1979)9 Po 27
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deal of latitude in choesing these rules and proce-

dures, but its freedem of cheice can be exercised

only within the limits imposed by the applicable

cost standards.!

Costing concepts, as used in this study, represent the
basic framework necessary to provide relevance to assigning
costs to individual contracts. Alternative techniques and
procedures for assigning individual elements of costs to
contracts are ordinarily available, and cest accounting
standards will state the circumstances under which various
alternative methods are appropriate. Cost accounting stand-

ards are considered here to be procedures prescribed by an

authority, in this case the Ceost Accounting Standards Board.,

12The Committee on Management Accoeunting Practices and

Its Subcommittee on Basic Cest Cencepts, "Tentative Concepts
for Cost~=Type Contracts,' Management Accounting, LII (May,
1971), p. 46.




CHAPTER II

HISTORICAL REVIEW OF GOVERNMENT CONTRACT

COSTING REQUIREMENTS
Introeduction

Government-established cost accounting requirements for
defense contracts have been slow in materializing. Demands
placed upon the accounting function by increased procurement
complexities have ﬁot been coupled with appropriate research
in developing guidelines for costing defense contracts.

This chapter provides the histoerical background necessary
for understanding current coentract costing preblems and the
need for a conceptual approach to developing cesting guide-
lines as opposed to strict pragmatic appreaches taken in the
past.

Technelegical advances in the last three decades have
necessitated numerous changes in coentract precurement meth-
ods by the DOD. During this peried, defense procurements
have shifted from the so-called arsenal system (in-=house
provision), where thevGovernment owned its own defense
plants, to outside acguisition from private industry. In
addition to precurement of defense hdrdware, rapid techno-
logical advances have necessitated the outside procurement

of services for hardware development. The Government's

14
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heavy reliance on private enterprise to fulfill its needs in
the defense area has created compensatien problems1 result-~
ing in DOD placing special demahds on the accounting func-
tion of contractors.

Where business enterprises operate in a free competi-
tive market and management can exercise full control over
internal operations, contracts can normally be filled on a
fixed-price basis@ For standard production items, the same
policy can be followed. During periods of rapid technologi-
cal changes and greater sophistication of weaponry systems,
contractors are often unwilling to enter inte fixed-price
contracts due to the many design and proeductien unknowns.
These conditions create a climate for utilizatioen of cost-
reimbursement contracts in order to provide some degree of
contractor protection from unexpected coest incurrences dur-
ing centract performance. Regardless of the type of con~
tract used, cost data are essential throughout the contract
negotiating and ceosting stages.

The ,specific purposes of this chapter are to (1) pro-
vide a historical review of contract costing guidelines

leading to current problems in contract costing; and (2)

1Numerous variations of both fixed-price and cost-
reimbursement contracts have been developed in attempts to
arrive at different methods of compensating contractors.
Comprehensive treatment of the various contract types is
provided in the following sources: Dean Francis Pace,
Negotiation and Management of Defense Contracts (New York,
1970), Chapter VI; Paul M. Trueger, Accounting Guide for
Defense Contracts, 6th ed. (New York, 1971), Chapter V.
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review currentvliterature leading up to and subsequent to
passage of coest accounting standards legislation. Primary
attention focuses on current coesting guidelines, their
weaknesses, and the need for defining basic cesting concepts

prior to developing cest accounting standards.

History of Centract Costing Guidelines

in Precurement Regulations

World War I Period

Prior to the World War I period, little effort had been
directed toward establishing coest acceunting requirements
for Govermment contracts. Attempts were made dufing World
War I to limit coentractoeors’ profits on war contracts, but
the widespread use of cost-plus-a-percentage-of-cost con-
tracts in Gevernment procurement limited the effectiveness
of mest profit-limiting efforts. The use of cost-plus-a-
percentage-of-cost contracts was effective in limiting the
percentage of profits but did noet curb the amount of profit?
Increasing coests under a cost—-plus-a-percentage-~of-cost
contract also increased the amount of profit that could be
earned. This situation noet only resulted in ineffective
cost controel but provided the opportunity for inefficient eor
unscrupulous contracters to increase their profits by

incurring excessive costs.

2Paul M, Trueger, Accounting Guide for Defense

Contracts, 6th ed. (New York, 1971), p. 2.
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The use of cost reimbursement methods for compensating
contractors during the World War I period did serve to
focus attentien on special uses of cost accountinga3 The
construction of facilities and production of war goods by
private concerns created a need to knew the costs of per-
forming specific projects. These conditions created ques-
tions concerning the compesition ef costs. Should the costs
of carrying out a specific preject include ohly the added
costs incurred as a direct result of the project, or should
part of a contracter's already incurred fixed costs be
included? If fixed costs were to be included in contract
costs, how could the proper amoeunt chargeable to the Goevern~
ment be determined? Attempts to answer these and similar
guestions underscored the impertance of the cost accounting
function and its applications for determining coests of spe~
cific projects undertaken by private industry for the
Government.

It is difficult to assess improvements made in cost
accounting as a direct result of cesting problems encoun-
tered during the World War I period. As a minimum, however,
the war resulted in attention being focused on costing prob-
lems which, in turn, resulted in better communications be-
tween Government agencies and industry representatives on

costing matters. Formation of the Natioenal Asseociation of

3Charles H., Towns, ”Impact of Goevernment oen Cost
Accounting," in Handbook of Cost Accounting Methods, ed, by
J. K. Lasser (New York, 19%9), pp. 398-L408.
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Cost Accountants in 1919 was influenced, at least in part,

by costing problems experienced during the war period.

The Vinson-Trammell Act

As an outgrowth of experiences during World War I, leg-
islation was enacted prior to Werld War II requiring
greater utilizatioen of coest accounting in assigning costs to
Government contracts. The Vinsen~Trammell Act was appreved
by Congress on March 27, 1934, with application limited to
contracts for Naval vessels and aircraft. Its previsioens
called for contractors to return toe the Treasury all profits
in excess of ten percent on certain centracts with the
Department of the Navy, Profits, however, were only broadly
defined as contract price less costs of performance.

Determining costs was necessary for computing profits
on Navy contracts; however,; the Act provided for nothing
more than indirect approaches to cost accounting as it was
to be utilized. Provisioens confained in the Act made only
broad statements concerning costs of performing a contract
and provided little in the way of guidance for a coentractoer
in assigning costs to a specific contract.

A significant part of the Vinsen-~Trammell Act was the
granting of powers to the Secretary of Treasury in ascer-
taining the amount of excess profit. In_effect, this meant

costs had to be determined according to the regulations

4Ibidm$ P- 399.
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issued by the Treasury Department. Numerous Treasury Deci-
sions were issued but contained little in the refinement of
cost accounting practices other than computing cests te the

Treasury's satisfaction.

Treasury Decision 5000 (TD 5000)

TD 5000 was signed on August 7, 1940, by the
Commissioner of Internal Revenue and was approved by the
Secretaries of the Treasury, War, and Navy Departments. It
was promulgated for the purpese of recapturing profits in
excess of those provided for by the Vinson-Trammell Act.

TD 5000 has considerable histerical significance in that it
was written into nunerous contracts between the Government
and commercial concerns whenever it was necessary to compute
costs.5 One of the primary reasons for writing it inte
these contracts can be attributed teo its being the basic
document for defining reimbursable costs it cest computa-
tions. Although TD 5000 did net coentribute greatly teo
developments in cost accounting, it is considered the fore-
runner of subsequent regulations dealing with cest

determination.

The '"Green Book"

In April, 1942, the War and Navy Departments issued a

5Uo S. Department of Defense. Contract Audit Manual,
SR 36=70-~1 NAVSANDA Publication No. 261=~AFM 175-3
(Washington, D. C., 1952), p. 202,
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publication entitled "Explanation of Principles for Determi-
nation of Costs Under Goevernment Contracts.,!" Because of its
gréen cover, this publication became known as the "Green
Book." It explained and embellished TD 5000 and, for many -
years, reflected more clearly than any other publication the
cardinal principles and thihking of the Government regarding
cost determination under defense contracts,

The '"Green Book'" was prepared to state in principle
those costs which may be admissible, inadmissible, or sub-
ject to limitation as determined under Government contracts.
There was no attempt in its provisions to specify rigidity
in accounting systems that could be used, i.e., uniform
accounting systems., In fact, any accounting system or meth-
od of costing could be used as long as it was in accord with
generally accepted and sound accounting practices. What
constituted accepted and sound accounting practices was not
defined, but presumably reference was to financial account-
ing practices prescribed by the American Institute of

7

Accountants’ and not coest accounting practices. The only
significant control required in the costing system was that
cost accounts had te be controelled by general ledger

accounts. This requirement created a definite tie between

the general books -of account and the cost accounts  rather

6

Paul M. Trueger, Accounting Guide for Defense
Contracts, 6th ed. (New York, 1971}, p. 3.

7Now named the American Institute of Certified Public
Accountants.
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than permitting a group of independently kept cost accounts.

The '"Green Book'" also contained descriptiens of what
might be included in direct and indirect cost classifica-
tiens, but at the same time recognized that uniferm defini-
tions in cost classifications did net exist. Along these
same lines problems in appoertioening indirect costs were
recognized, but no rules applicable to all cases could be
set forth, Attempts were made, however, to provide contrac-
tors with some guidance for arriving at indirect cost alle-~
cation methods with "benefit received'" being the primary
criterion set forth for consideratien.

Limitation of admissible contract cests was a signifi-
cant aspect of proevisions contained in the "Green Beok." It
was the first efficial publicatien naming specific costs noet
admissible for the purpose of performing a Government cen-—
tract. These cost-limiting provisions have taken on
increased significance over time as the philesephy eof limit-
ing certain costs has been carried forward into subsequent
regulations. .Specific inadmissible costs named in the
"Green Book!" are:

(a) Allowance for interest on invested or borrowed
capital, however represented.

(b) Commissions, bonuses, and special premiums
under whatever name, paid in connection with
negotiations fer er proecurement of a Goevern-
ment contract.

8War Department-Navy Department, Explanation of Prin-
ciples for Determination of Costs Under Govermnment Centracts,
an outline contained in Paul M. Trueger, Acceounting Guide for
Defense Contracts, 3rd ed. (New York, 1960), pp. 262-263.




(¢)
(d)

(e)

(f)
(g)

(h)

(i)
(3)

(k)

(1)

(m)
(n)
(o)

(p)

(q)

(r)
(s)

Entertainment expenses.

Dues and memberships other than in regular
trade associations.

Donations other than these to local charitable
or community and similar erganizatiens to the
extent coenstituting erdinary and necessary
business expenses.,

Losses on other contracts.

Losses from sales or exchanges of capital
assets.

Extraoerdinary expenses arising from strikes
or lock-outs,

Fines and penalties,

Amortization or unrealized appreciation of
values of assets.

Expenses, maintenance, and depreciation of
excess facilities other than reasonable
stand-by facilities.

Provisions in reserve accounts for centin-
gencies, repairs, compensation insurance
(except as provided with respect to self-
insurance) .

Income and excess profits taxes.
Bond disceunts or finance charges.,

Premiums for life insurance on the lives of
officers,

Special legal and accounting fees incurred

in connection with reorganizations, security
issues, patent infringement or anti-trust
litigation, and the presecutien of claims of
any kind (including inceme tax matters against
the United States).

Taxes and expenses on issues and transfers of
capital stock and boends.

Losses on investments.

Bad debt losses and charges to reserves there-
for; - alse expenses of collection and exchange.

22
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(t)’ In general, commercial advertising and cem-
mercial selling expenses.

War Department Technical Manual 14-1000

(TM 14-1000)

TM 14-1000 contained a number of cost interpretations
under TD 5000, It was published by the War Department in
1946 under the title "Administrative Audit Procedures for’
Cost~Plus—A-Fixed-Fee Supply Coentracts.” The primary pur-—
pose of this manual was the provision of instructions for
applying audit procedures to costfplus—a—fixed—fee
contracts-—especially fer plants working under this type of
contract while undertaking other kinds of work at the same
time.,

TM 14-1000 was designed to proevide guidance in auditing
costwtypé contracts, but it alsoe had significance in cesting
them. Cost interpretations set forth in TM 14-1000 in
effect stated the basic philosophy for cesting coest-plus-
fixed-fee contracts, TM 14-1000 also provided a certain
amount of uniformity in the interpretation of accounting

terms associated with overhead expenses.

Armed Services Procurement

Regulation (ASPR)

Prior to World War II, Federal procurement in this
country strongly favoered a practice of formal advertising as
the preferred methed of procurement. During World War IT,

the opposite extreme of procurement by negotiation was
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widely practiced. In 1947, The National Security Act estab-
.lished the Department of Defense (DOD) which resulted in
greater unification of the military services. A significant
feature of this act is the flexibility given to -DOD in its
procurement practices. The act permits DOD to use either
formal advertising or negotiatien in precurement, thereby
permitting use of methods mere in line with whatever its
immediate needs might be. The use of negotiation versus
formal advertising has now become the predominant methed for
DOD to do business with private industry, and it places
increased significance on obtaining accurate cost data fof
cohtract negotiation and cesting.

A companion piece of legislation te the Armed Services
Procurement Act is The Armed Services Procu£;ment Regula;
tion. The section of ASPR of primary interest in this study
is Section XV Part 2, entitled "Prin;iples and Procedureé
for Use in Cest—~Reimbursement Type Supply and Research
Contracts with Commercial Organizations. The first ASPR
included a set of cost principles mandatoery fer all cost-
type contracts entered into after March 1, 1949, These
first cost principles consisted of a short four-page listing
of allowable and‘unallewable costs. .Numereus revisiens were
subsequently made to the cost principles, but Section XV
Part 2 awemained substantially the same until Revision No.

50 in November, 1959. This revision expanded the short
explanation of allewable and unallowable costs inte a twenty-

seven page exposition of selected costs. Subsequent
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revisions have expanded Part 2 to approximately forty-—-six
pages of contract costing guidelines, Thus, over the last
thirty years, Section. XV Part 2 of ASPR has evolved from a
brief document concerning allowability of costs into a gen-
eral guide of cost accounting procedures for costing
defense contracts.,

In addition to expanding the contents of Part 2, its
scope of application has been broadened. Inifially Part 2
was mandatory for cost-type contracts but used only as a
guideline in negotiating fixed-~price contracts. This situa-—
tion resulted in the lack of any efficial cest principles
mandatory in negotiating fixed-price coentracts even though
price is ordinarily determined on the basis of cost data.
However, Defense Procurement Circular Ne. 79, dated May 15{
1970, requires that Section XV Part 2 cest principles be
incorporated by reference into both cest-reimbursement and
fixed-price supply, service, and research contracts with
other than educational institutions. The significance of
this requirement is that Section:XV Part 2 is now a basic
regulation applicable to all ASPR defense contract procure-
ment with commercial organizationso

Section XV of ASPR begins with the following stafement:

This section contains general cost principles and

procedures for the pricing of contracts and cen-~

tract modifications whenever ceost analysis is per-—

formed (see 3-807.2), and for the determination,

negotiation, or allowance of costs when such action
is required by a contract clause,?

9U@ S. Department of Defense, Armed Services. Précurement

Regulation, , Section 15-000 (Washington, 1970), p. 1501,



26

The above quotation indicates that Section XV of ASPR con-
tains provisions for both "pricing'" and "coesting" contracts.
"Price analysis'" is concerned with the determination of
whether or net a price quotation is fair and reasenable by
price coemparison and net by analyzing the cost and profit
components of the price. Examples would be comparison eof
quotations received from varieus sources; comparison of cur-
rent quotatiens with these received in the past, etc. '"Cost
analysis'" is utilized where price competitien cannet be
appropriately used, as in cases where competitioen is lacking
or nonexistent. It invelves a detailed breakdown and analy-
sis of a contracter's price prepesal utilizing enly cost
data. In order to properly evaluate the cost accounting
requirements of Part 2, it is necessary to differentiate
between those requirements relating to cest accounting and
these relating to pricing.

Those parts of Sectien XV Paft 2 necessary for previd=
ing guidance in contract cesting are presentéd and evaluated
below., Part 2 containé numefous sections, and it is net
within the scope of this study to give comprehensive treat-
ment to all of them. Instead, only selected sections deal-
ing with those areas contributing te the ﬁajority of current

costing problems and controversies are covered.

Concept of Cost. ASPR does not previde a precise mean-

ing for the term '"cost." However, teotal cest of a contract

is defined in Section 15.201.1 as follows:
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s s o 1s the sum of the allowable direct and
indirect costs allocable to the contract, incurred

or to be incurred, less any allowable credits. In

ascertaining what constitutes costs, any generally

accepted methed of determining er estimating coests
that is equitable under the circumstances may be

used,; including standard costs properly adjusted

for applicable variances.

The above section does net adequately define what is
meant by the term "cost." A list of generally accepted
metheds for determining or estimating cest cannet be found
in either ASPR or the accounting literature. Also, an in-~
terpretation of cost that is "equitable under the circum-
stances!" might include historical, replacement, eppoertunity,
imputed, or some netion of ecoenemic cest.,

Although not specifically mentiened, Section XV deals
primarily with histoerically recerded coests and utilizes the
full abserption methed of cest accounting. Examples sup=- ‘"
porting the histoerical cest concept can be feund in various
parts of Sectioen XV. Section 15-205.6 dealing with compen-—
sation fer personal services mentions all remuneratien paid
currently. Section 15=205.22, material cests, mentiéns
actual purchase cost being chargeable to a contract.

Deviations from the histerical cest ceoncept can alse be
found. Section 15-205.6, Compensation for Personal Service,
makes provision fer compensatien to sole proprietors and

W
partners in lieu of salaries., This provision means that
imputed costs, at least for compgnsating sole preprietors

and partners, are valid and acéeptable contract cests. In

the same section, the cost of bonuses paid in steck may be
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measured according te the fair market value of the steck at
the time of the transfer. Also, Sectioﬁ 15-205.16 provides
for contract charges resulting frem appreved self-insurance
programs,

Section XV never explicitly states that histerical cost
is the predominant basis fer costing defense contracts, but
it is clearly evident from observing current practices.
Historical cost is the traditional methed practiced by mest
companies as well as the apparent philesephy fellowed by
agencies procuring under the provisiens set forth in ASPR.
A more comprehensive discussien eof a concept of cest feor
costing defense contracts is provided in Appendix C of this

study.

Generally Accepted Accoeunting Principles (GAAP). ASPR
cost principles‘make numerous referencés to cost acceptabil-
ity based upon conventienal acceunting practices coenferming
to GAAP. But GAAP coencern primarily determining and com-
municating externally the accounting results of an entire
business while cost accounting is concerned more with deter-
mining the coest of specific preducts, pregrams, etc., and
furnishing information to management for internal use.
Therefore, references to GAAP in ASPR cannot fulfill the
intended purposes of providing guidance for costing specific
projects such as defense contracts.

ASPR's numerous references to GAAP are undoubtedly.

attempts to previde reference to an autheritative group of
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accounting principles, It has been assumed in the past, at
least in ASPR regulations, that GAAP have general applica~-
bility to cost accounting. However, these accounting prin-
ciples are more applicable in determining the amount of cost
flowing throeugh the cost system and provide little guidance
for internal alleocation of these costs. ASPR references to
GAAP have probably been too numerous due to the basic dif-
ference between the purpose of these principles and ASPR's
requirements for internal cest allecatiens. ASPR has relied
upon references to GAAP to help solve internal cesting
problems——a functien which they are net intended to fulfill.
A decisioen handed down by the Armed Services Boeard of
Contract Appeals (ASBCA) points out their inappropriateness.
Included in the decision was the following quete from
Howard W. Wright:

Therefore, we must conclude that using the phrase

'generally accepted accounting principles! as the

basis for cost determination is about as satis~—

factory as catching eels or quicksilver with one

hand. . . ,10

Relying on GAAP for costing defense contracts has
proved to be ineffective in the past, and the same results
could be expected in the future. Instead, a comprehensive,
concise statement of costing principles for internal coest

allocations to defense contracts is needed. Appropriately

developed cost accounting standards can fulfill this need,

10Board of Contract Appeals Decisions, ASBCA No. 10-913,
68-2 BCA 7222 (New York, 1968), p. 33546,
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Indirect Costs. The majority of current contract cost~

ing problems concerns the accumulation and allocation of
indirect costsa11 Direct costs are often readily identifi-
able with specific cost objectives, but the relationship
between indirect costs and specific cest objectives is often
nebulous. ASPR Section 15-203 defines indirect costs and
describes their general allocation as follows:

(a) An indirect cost is one which, because of its
incurrence for commen or joint objectives, is
net readily subject to treatment as a direct
costs o s o

(b) Indirect costs shall be accumulated by logi-
cal cost groupings with due coensideration of
the reasons fer incurring the costs. Each
grouping should be determined so as to permit
distributien of the groeuping en the basis of
the benefits accruing te the several cost
objectives. - » »

(c) Each cost grouping shall be distributed to the
appropriate cost objectives. This necessitates
the selection of a distributien base coemmon te
all cost objectives to which the grouping is
to be allocated. The base should be selected
so as to permit allecation of the grouping on
the basis of the benefits accruing to the
several cost objectives. This principle for
selection is not to be applied so rigidly as
to complicate unduly the allecation where sub-
stantially the same results are achieved
threugh less precise methods. . - »

(d) The method of allecation of indirect costs
must be based on the particular circumstances

1During the course of the General Accoeunting Office
Study to determine the feasibility of uniferm cest account-
ing standards for costing defense contracts, Defense Con-
tract Audit Agency and General Accounting Office auditors
were asked to submit cases demenstrating current contract
costing proeblems., Out of ninety cases invelving seventy
different contractors, eighty percent of the costing prob-

lems identified involved either direct~indirect cost dis-
tinctions or allecations of indirect costs.
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involved. The method shall be in acceord with
those generally accepted accounting princi-
ples which are applicable in the
circumstancess, . o o

(e) A base period for allocation of indirect

costs is the period during which such costs
are incurred and accumulated for distribu-
tion to work performed in that period. . . .

The above regulation is enly a bread guideline designed
for general applicability. The result is that contractoers
have a great deal of flexibility in chooesing the manner in
which indirect costs will be accumulated and assigned to
individual contracts. Different operating characteristics
among contractors necessitate some flexibility for indirect
cost assignment, but more comprehensive treatment of cri-

teria for selecting among alternative methods is needed in

costing regulations.

Pricing Aspects of Section XV Part 2. Parts of ASPR

Section XV Part 2 pertain to contract price determinations
and not to matters of cost accounting. The principal
pricing considerations in Part 2 are those related to cost
allowability and reasonableness criteria.

For example, Section 15-205 sets forth numerous rules
and statements pertaining te costs that are éither unallow-
able or have limited allowability as defense contract costs.
Such restrictions on the allowability eof costs can generally
be attributed to various Government pelicies and not to mat-
ters of cost accounting. Cost accounting, as it applies to

defense contracts, is chiefly concerned with the allocability
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of coests. Therefore, allowability ef cests sheuld net
affect their allocability, and matters relating to cest
allowability should not be included in the same part of ASPR
that sets forth cesting guidelines.,

Also contained in Sectioen XV Part 2 are regulatioens
pertaining to reasonableness of costs.. Section 15-201,3(a)
sets forth general reasonableness criteria, and provisions
of the section pertain mostly to matters outside the realm
of cost accounting. Reasonableness criteria are impertant
to overall contract administratien, but, like allowability
criteria, they should not be contained in that part of ASPR
setting forth cesting guidelines.

Pricing considerations dealing with allowability and
reasonableness of costs do net provide the type of guidance
needed by contracters iﬁ assigning coests te individual cen-
tracts, Combining cesting guidelines and pricing censidera-
tiens into the same sections oenly prometes confusien in
interpreting ASPR regulations. This problem can be soived
by making distinct differentiatioens between cest accounting
and pricing matters and including regulatioens pertaining te

each in a separate section ef ASPR,

Summary of Section XV Part 2. Current costing‘guid—
lines contained in ASPR Sectien XV Part 2 are insufficient
to provide adequate guidance for defense contractors in
assigning costs te individual contracts, Mest of the pro-

visions in Part 2 are loosely related'and based upen beth
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GAAP and numerous pricing censideratioens peculiar to ae—
fense contracts.,. The result is a‘conglomeration of state-
ments and rules that are flexible and permit numerous
alternative accounting methods without any kiﬁd of concep-

tual foundation.
Review of Current Literature

General Review

A review of published sources discloses a lack of any
type of ceordinated literature in these areas déaling with
costing defense contracts. Outside basic precurement regu-
lations, the literature primarily considers special preblems
encountered by either the Government or contracters. As a
result, most cesting preblems have been dealt with en a
piecemeal basis, This situatien can, for the mest part, be
attributed te the many unique features of defense |
contracting.

A majority eof the literature arises from coentreversies
surroeunding the application of cesting guidelines set ferth
in ASPR to specific circumstances invélving assignment of
costs to defense contracts. Both the Government and con-
tractors have expressed interest over the allowability of
costs, accounting for special areas such as research and
development, allecation of indirect cests, and contract
profits. These particular areas of interest comprise only a

partial listing of total problem areas, but they do
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represent those areas creating the majority of current
interest in the literature.

As previously mentioned, a large part of the literature
concerning defense contract costing deals with current con-
tract costing guidelines. Government regulations affecting
cost assignments to individual contracts is a chief concern
to both the Government and contracters. Cesting guidelines
are the means whereby the Government, in this case DOD, can
exercise control over cost charged te its coentracts. Like-
wise; individual contracters must conferm te Government
regulations on contract cesting in making cest assignmehts
to defense contracts.

During the 1960's, contract costing guidelines, as they
existed in ASPR Section XV Part 2, became the subject of a
great deal of discontent on the part of both the Government
and contractorée Highly publicized cases of cost overruns
and excessive profits on defense contracts during this
period provided strong indications that adequate cost data
were not being obtained in negotiating and costing defense
contracts, These conditions led many te believe that the
effectiveness of Section XV Part 2 had become toeo limited in
its applications and new approaches te contract cesting were
needed—-principally in the form of unifoerm coest accounting

standards.
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The General Accounting Office (GAO)

Feasibility Study

The issue of uniform cost accounting standards first
came under consideration during Hearings before the House
and Senate Committees on Banking and Currency in 1968,
Congressional interest in defense contract cesting problems
eventually led to passage of legislation directing the

Comptroller General to:

» o » undertake a study to determine the feasi-
bility of applying uniform cest accounting stand-
ards to be used in all negotiated prime contract
and subcontract defense procurements of $100,000
or more.

After eighteen months of research and writing, results
of the feasibility study were published by the Committee on
Banking and Currency of the House of Representatives. The

study was later referred to as ". . . one of the most compre-

13

hensive that the General Accounting Office has undertaken.'
The general conclusions of the stﬁdy, in summary form, are:

i, It is feasible to establish and apply cost
accounting standards to provide a greater de-~
gree of uniformity and consistency in cost
accounting as a basis feor negotiating and
administering procurement contracts,

2. Cost accounting standards should not be lim-
ited to defense cost-type contracts. They
should apply to negotiated procurement contracts

12Defense Production Act--Extensien, Etc. Statutes at
Large, LXXXIT, Sec. 279 (1963).

1

3Elmer B. Staats, "Uniform Cost Accounting Standards
in Negotiated Defense Contracts,'" Management Accounting, L
(January, 1969), p. 21.
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and subcontracts, both cost type and fixed
price.

3. Cumulative benefits from the establishment
of cost accounting standards should outweigh
the cost of implementation.

4, New machinery should be established for devel-
opment of cest accounting standards. The
objective should be to adopt at an early date
the standards of disclosure and consistency
and to strive for the eliminatien of unneces-
sary alternative cost accounting practices~-
alternatives not required for equitable recog-
nition of differing circumstances.

5. Contractoers should be required to maintain
records of contract performance costs in con-
formity with cest accounting standards and any
approved practices set forth in a disclosure
agreement or be required to maintain the data
from which such information could be readily
prov:i.dedm1

Results of the GAO feabisility study were accepted by
some accounting and industrial associations and rejected by
others. Viewpoints of the different associations were quite
varied with each. appearing to express the feelings of its
own constituency. Among the comments made by professional
accounting organizations,; the following are typical:

American Institute of Certified Public Accountants.

We do not object to the major conclusiens of yeur

study that unifoerm cost accounting standards are

feasible, But we cannot at this time give unquali-
fied endorsement to the conclusion because of what

we perceive to be the continuing uncertainty as to

the meanin% and impact of uniform cost accounting
standards. 15

1 L 1 s

QU. S. Comptroller General, Report on the Feasibility
of Applying Uniform Cost Accounting Standards to Negotiated
Defense Contracts (Washington, D. C., 1970), p. 20,

15

Ibid., p. 107.
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The Task Force on Defense Contracts of the American
Accounting Association. We were impressed by the
thoerough study that was made as well as the well-
organized presentation in the report. We concur
with the conclusion that uniferm cost accounting
standards can be established for defense contracts,
and that this is desirable provided that the stand-
ards are established and applied in a reasonable
manner. 16

The Financial Executives Institute. We have seen
no persuasive evidence that wide-spread abuses
exist, or that uniferm cost accounting standards
likely to evelve from any future effort will
improve the current practice of total cost deter-
minatioen in any meaningful way. In the absence

of such evidence, we are not in a positien to
accept the conclusion of the report that uniform
cost accoeunting standards are necessary or desir-—
able. We continue to oppoese on economic and prac-
tical grounds a determination that uniform cest
accounting standards are necessary. We believe
that current principles and practices are adequate
to protect the government from abuses., It is clear
that the size and diversity of the defense con-
tracting environment makes occasional problems
inevitable. We do not believe, however, that a
set of detailed standards designed to cover every
conceivable situation can or should be developed.

Despite the lack of general agreement on the GAO feasibility
study, its conclusions were of primary significance in gain-

ing passage of cost accounting standards legislation.

Cost Accounting Standards Legislation

During hearings held before the Subcommittee on Produc-
tion and Stabilization of the Senate Committee on Banking
and Currency on March 31, April 1 and 2, 1970, various views

were expressed concerning the desirability of cest accounting

16Ibide

17 1bid., p. 108,



38

standards legislation. Convincing testimony was presented

both for and against passage.

Typical comments of those testifying in favor of pass-—

ing cost accounting standards legislation are:

are:

1,

Establish criteria for the use of alternative
metheds of cost accounting and narrow the use
of alternatives where appropriate criteria for
their use cannot be established.

Cost principles used today in defense procure~
ment, as contained in Section XV of ASPR, are
very general in nature and make frequent ref-
erences to 'generally accepted accounting
principles! and !Internal Revenue Service
Regulations.! Neither of these references is
intended to be used for central cesting"
purposes.

Today!s accounting rules make it very difficult
to determine how much it actually costs to man-
ufacture defense equipment.

Uniferm cest acceunting standards could provide
contractors with autheritative support foer
costs incurred.

Current practices permit too much flexibility
leading to different results from the same
thing.

Typical comments of those who testified in eppesition

The cost of establishing and implementing the
standards is not known.

A general lack of agreement exists as to what is
meant by uniferm cost accounting standards,

Accepting that cost accounting standards are
feasible, a need for them has net been
established.

Adoptien of such standards will likely lead inte:
uniferm accounting systems and hinder the devel-
opment of commercial cest accounting practices.

Insufficient research has been done in actual
operating situations.
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Legislation was subsequently passed establishing a
Board in the public sector authorized to develop and promulf
gate defense contract cost accounting standards. This piece
of legislation is considered to be of utmest importance to
both defense procurement and the accounting professien;
therefore, it is reproduced in its entirety as Appendix B.
Some of the most’important provisioens of ‘this legislation,
as they are likely to affect cost accounting pracfices in
the future, are:

1., A five member Cost Accounting Standards Board
(CASB) is established. Its Chairman is the
U. S. Comptroller General; two members are
from the accounting profession, one from in-
dustry, and one from.a department or agency
of the Federal Government.

2. The Board is directed to promulgate cost
accounting standards designed to achieve
uniformity and consistency in the cost account-
ing principles practiced by defense contractors
and subcontractors under Federal contracts in
excess of $100,000.

3. The Board is authorized to issue rules and reg-
ulations to implement any cost accounting
standards promulgated. Such regulations shall
require defense contractors and subcontractoers
to disclose in writing their cost accounting
principles as a condition of contracting and to
follow those principles consistently.1

Members of the CASB have now been selected, and the
Board is an operating unit. The Board published its first
pfoposed requirements, which pertained to its rules and

regulations, in the December 30, 1971, issue of The Federal

Register. Since that time, the Board has officially

Defense Production Act-~-Amendments—-—-Economic Stabili-
zation, Statutes at Large, LXXXIV, Sec. 796 (1970). .
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promulgated cost accounting standards in the following
areas: consistency in estimating, accumulating, and report-
ing costs; consistency in charging and allocating costs
incurred for the same purpose; allecation of home office
expense to segments; capitalization of capital assets; and
accounting for unallowable costs. In mid-1973, the Board

also indicated the.possible development of standards in the

19

following areas:

Depreciation.

Standard costs

Vacation, sick pay, holiday pay

Cost accounting period

Allocation of segment G and A expenses to

contracts

s Scrap

« Termination accounting

8. Inventory pricing methods

9, Special facilities

10. Retirement plan costs

11, Allecation of burden

12, Cost of capital

13, Deferred incentive compensation

14, Other labor-related costs

15, Direct and indirect charging

16. Independent research and development and bid
and proposal costs

17, Current value or price-=level accounting

18, Terminology for cost acceunting.

e @

]

NN VAW e

It is difficult at this time to assess the ultimate
impact of creating a Board within the public sector to
promulgate cost accounting standards for certain defense
contractoers. The great diversity in the numbers and sizes
of affected business firms indicates the significance of

cost accounting standards.legislation. Initially, cost

19News Report, The Journal of Accountancy, CXXXVI (July,
1973), p. 7o




b1

accounting standards will apply only te negotiated defense
procurements in excess of $100,000, but there have been
signs of eventually'applying.the standards threugheut all
areas of Government proecurement. The likelihoed that cest
accounting standards will permeate practically all large in-
dustrial firms places prime impertance on the manner in
which they are to be developed.

Eventual implementation of cost accounting standards is
expected to improve the entire contract costing process. It
is essential that the standards be conceived, develeped, and
implemented within a conceptual framework designed to
achieve better decisions threughout contract negotiation and

costing., Cost accounting standards should result in mere

useful cost data for coentract negotiation as well as better

management and contrel of cest during contract performance.
In additien, properly develeped standards should substan-

tially reduce disputes between the Government and coentrac-
tors resulting from disagreements on costing matters.

The development of a soeund conceptual framework for
contract costing is considered a prerequisite to formulating

2
cost accounting standards. 0 If the CASB is to promulgate a

20Although the CASB has never officially adepted neor

rejected a conceptual approach to developing cest accounting
standards, there are indicatiens such an approeach received
considerable support frem within the Boeard. One of its
project directors expressed the Board's desire for a concep=
tual approach, but cencern that the time and manpower re-
quired might take away from premulgating specific standards
prevented use of the staff’s efforts in the conceptual area.
For a more complete discussion, see Paul R, McClenon, '"Opera-
tions of the Cost Accounting Standards Beard," The Journal
of Accountancy, CXXXV (April, 1973), pp. 58-62,
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set of cohesive standards, guidance in the form of a costing
framework is needed. Evidence in suppert ef this appreach
can be taken froem experiences of the American Institute of
Certified Public Accountants (AICPA). The AICPA has devel-
oped and promulgated standards of operating practices for
numerous financial tepics for many years without benefit of
an agreed upon conceptual framework. The results have been
numerous AICPA opinions and statements containing compro-
mises designed to soelve financial accounting and reporting
problems as they afiseo

The CASB should strive to aveoid the approach taken by
the AICPA and utilize a sound conceptual framewoerk to serve
as a guide in developing standards for costing defense con=
tracts, thus providing a means whereby ceost accounting ]

standards promulgated by the CASB will possess coherence,

and incensistent or contradictory standards can be aveoided.
Summary

A review of the history of Government procurement regu-,
lations clearly shows an expansion of the consideration
given to coest accounting requirements. The use of various
cost=reimbursement type contracts creates requirements for
exactness in an accounting system net erdinarily required
for nermal business situations.

The Vinson-Trammell Act was primarily an attempt to
limit the amount of profit that could be earned on a

Government contract. Treasury Decision 5000, as promulgated
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in the Green Book, was the first attempt to specify that
certain costs were either inadmissible or subject to limita=-
tions as valid Government contract cests. TM 14-1000
pointed out the need for greater refinement and exactness

in cost accounting systems., ASPR started as a brief listing
of allowable and unallewable costs, and has expanded into a
detailed regulation dealing with reasonableness and pricing
criteria in additien to setting forth certain cost prin-
ciples. Finally, formation of CASB te promulgate cost
accounting standards for certain defense contracts will
place even greater demands on the exactness required in
acbounting systems utilized for the purpose of assigning
costs to individual Government contracts,

It will be difficult for the CASB to develop and prem-
ulgate cost accounting standards witheut reference to a set
of sound concepts for coentract cesting. In an attempt to
fulfill this need, this study develeps basic accounting
concepts inte a conceptual framework. The framework was
developed from a study of the literature, the writer's own
experiences, observations, and thinking, and a field study.
The framework sets forth the basic objectives and concepts
this writer feels are essential to developing cost account-
ing standards. Witheut such a framewoerk, it is likely that
many cost accounting standards developed and promulgated by

the CASB will be a disjoeinted, often incensistent, set of



detailed rules and procedures difficult to apply in prac-
tice. The framework development is the subject of the

following chapter,

Ll



CHAPTER III

A CONCEPTUAL FRAMEWORK FOR COSTING

DEFENSE CONTRACTS
Introduction

In recent years, the accounting prefessioen has directed
most of its attention and resources to‘satisyfing crediters,
stockholders, and others concerned with external financial
reporting. Relatively little attention has been given to
internal costing practices. These conditions exist in spite
of management?'s demands for more and better cost data and
increasing Gevernment demands for costing defense contracts.
As one writer stated:

Hearings leading te the Board's creatien showed
that the accounting profession in developing ac-
counting principles was placing maximum emphasis
on principles related to financial reports to
stoeckholders. Even with respect te financial
reporting, the Accounting Principles Board of the
American Institute of CPAs finds itself in sub-~-
stantial centreversy concerning many of its is-
suances or lack of issuances. Problems concerning
cost acceunting have obviously received very low
prierity within the profession. The result is
that a vacuum was left insefar as cest accounting
principles were concerned.l (Underscoring added.)

The purpese of this chapter is te fill a veid in past

1
Arthur Shoenhaut, '"The Work of the Ceost Acceunting
Standards Board,'" The GAO Review (Winter, 1972), p. 50.

45
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developments of defense contract costing guidelines by de-
veloping a conceptual framework for contract costing. The
design of the framework is to set forth bread qualitative
objectives for costing defense contracts then develop cost
accounting concepts for accomplishing the stated objectives.
The intent of the framework is that it be utilized as a
guide in developing cost accounting standards and subsequent

testing of established standards promulgated by the CASB.
Environment of the Framework

The so-called defense industry basically eperates with-
in a monopsonistic market structure. The DOD is the sole
buyer and can dictate many management practices te contrac-
tors. Such pewers on the part of the Government are espe-
cially noeticeable when it comes to determining .costs and
profits on defense contracts. Contractors are forced to
comply with regulations which might require cost and
revenue treatments not consistent with erdinary commercial
operations.

Prier to developing a framework for costing defense
contracts?_it is necessary to set forth a few basic assump-
tiens relating to costs and profits. These assumptions are
needed for describing seme of the issues and problems
invelved in costing defense contracts. The framework, how-
ever, is primarily concerned with cencepts of cost accumula-
tion and assignment as opposed to theoretical arguments

invelving profits and costs.-
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Profits

Profits to defense contractors are generally considered
necessary for numerous reasons, primary eof which is the
maintenance of a broad industrial base, within a free enter-—
prise system, attracted to performing defense contracts. A
problem exists in determining what profits are and how to
measure them. For example, ASPR regulations at the current
time do not provide a definition of prefit.

Accounting profit is ordinarily considered to be reve-
nues less related expenses. Economic profit is alsoe reve~-
nues less expenses, but the two profit results differ due to
differences in the makfup of expenses and revenues. For
defense contracts, it is assumed that revenue definitien is
net an issue--a fixed-price contract provides revenue that
is equal to the contract price; for a cost-reimbursement
contract revenue equals reimbursed costs plus the negoti-
ated fee, if any. The distinctien between accounting and

econoemic prefit can be made as follows:

Total Revenue $ XXXX
Less Related Expenses O XXXX
Accounting Profit $ XXXX
Less:
Implicit Expenses (XXXX)
Normal Profit (Entrepreneurial reward) (XXXX)

Econoemic Profit $ XXXX

As the example illustrates, given that revenue is net a
definitional ,problem, the primary distinction between
accounting and econemic profit lies in the deductions .frem

revenue.,
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To determine profits, it is necessary to ascertain
those expenses to be deducted from revenue. For defense
contract purposes, profits would be revenues less expenses

as defined by appropriate regulatiens and cest accounting

standards.
Costs

Costs of performing defense contracts are a measure of
those goods and services used up which are assignable to a
specific contract. The determination of cests flewing
through an accounting system is ordinarily a function of
GAAP, The internal assignment of these costs to specific
cost objectives, e.g., contracts, is a function of cost
accounting and is the primary thrust of the conceptual
framework developed in this study.

Costs flowing through an accounting system, as deter-—
mined by GAAP, do not always satisfy the requirements for
determining costs that should be assigned to defense con-
tracts., For example, imputing interest would net likely add
much te the usefulness of financial statements for investors,
but it is a necessafy cost for price determinatiens and
similar purposeso2 Due to the significance of what is meant
by the term '"ceost" as it relates to cost-reimbursement con-

tracts, a more comprehensive treatment of the term is

2Arthur Andersen & Co.; Objectives of Financial State-
ments for Business EnterprisesATChicago9 1972T§ Po 699
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included as Appendix C of this study.
Structure of the Framework

The research approach undertaken in developing the
framework employed two methods. First, a literature review
was undertaken to determine existing accounting concepts,
principles, rules, and practices suitable for inclusion in a
tentative framework. Each concept selected for the tenta-
tive framework was examined in terms of its meaning to the
field of accounting in general and within a more specific
context of costing defense contracts. Based on the defined
meaning and interrelatedness of individual cencepts, coupled
with prier work experiences of this writer in the contract
costing field, an everall tentative concepfual framework was
devised, Second, a detailed field study of a large defense
prime contracter was undertaken te supplement previously
obtained infermation and te finalize the framework. Thus,
the framework presented in this chapter is the result of the
literature review, the writer’s work experiences, and a
field study.

The framework consists of thirteen segments classified
under two majer groupings. A schematic representation of
the entire framework is provided in Exhibit I. In con-
structing the framework, broad qualitative objectives, the
first majoer greuping, were developed first and censtitute
the apex of the framework. Delineation of the qualitative

objectives provides direction for the remainder of the



EXHIBIT I

CONCEPTUAL FRAMEWORK FOR COSTING
DEFENSE CONTRACTS

Qualitative
Objectives
- FAIRNESS
N\
Business Continuity
Accounting Period
Cost Measurement Singularity

and Allocation

Concepts Consistency

Direct Cost

Indirect Cost

A. Homogeneity

\\ B. Allocation Base
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framework. The purpose of a detailed statement of cesting
objectives in the framework is to set forth specific goals
to which individual cost acceunting standards can be
directed. To provide support in accomplishing the qualita-
tive objectives, basic concepts for cost measurement and
allocation were develeped and are presented as the second
major grouping of the framework. Prior to developing cost
accounting standards, it is necessary to establish the basic
concepts of cost accounting te be utilized in coesting
defense contracts., These concepts provide the essential
elements to be considered in determining and allecating
costs to individual coentracts.

Practical consideratiens and complexities of defense
procurement are likely to necessitate development of cost
accounting standards coentaining numerous detailed rules.
However, the necessity of a myriad of rules does not affect
the usefulness of basic concepts for cost determination and
alloecation. These concepts, as formulated in this study,
provide the substantive elements for developing cost
accounting standards essential to achieving the qualitative
objectives of the framework.

The cost measurement and allecation cencepts provide an
overall test of the quality of cost accounting standards.
Each concept, standing alone, cannot provide complete
fulfillment of any one of the qualitative objectivesj; but
each concept contributes to the accomplishment of two or

mere qualitative objectives, Taken collectively, the
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concepts provide the properties cost accounting standards
must possess to satisfy the stated contract costing objec-
tives. The concepts are interrelated to varying degrees,
but their interrelatedness cannet be measured with pre-
ciseness. Taken together, the concepts provide a cohesive
whole contributing to the accomplishment of the stated
objectives. Both the qualitative objectives and costing

concepts are discussed in the sections that follow.
Qualitative Objectives
Fairness

Problems are encountered throughout the defense pro-
curement process, one being the determination and assignment
of costs to various cost-type contracts. For example, in
determining tetal coests of a cost-~reimbursement coentract,
conflicting viewpoints are often held by the different con-
tract parties. Such differences are to be expected. A
contractor is concerned with maximization of certain output
factors,; e.g., profits, which require assigning the maximum
amount of costs possible to a contract while remaining with-~
in centract previsiens. Likewise, the procuring agency is
concerned with gaining efficient centract perfoermance at a
minimum cest.,

In developing a general conceptual framework foer cost-
ing defense contracts, an oeverall broad ebjective of fair-

ness was selected to serve as a source of direction for the
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entire framework. Fairness is an elusive concept in account-
ing and often lacks specific meaning unless defined within a
specific context., Nevertheless, it is felt to be a desir-~
able objective worthy of efforts directed to its attainment.

Fairness is noet a new concept to the accounting profes-
sien, Foer years, many writers have advocated a fairness
concept as being fundamental to the development of accoeunt-
ing principles, however, because of its subjectivity, others
have rejected the concept as a basis for developing account-
ing principles. Regardless of the disagreemenfs on the
value of the conceptaiit has never been teotally rejected as
a useful objective in developing accounting principles.

D. R. Scott supported fairness as a primary element in
the develeopment of accounting principles. In a 1941 publi-
cation, he stated: "Accounting rules, procedures, and tech-
niques should be fair, unbiased, and impartials They should
not serve a special interesta"3 Thus, results of the
accounting process should net serve to benefit one person
or group while being detrimental to others.

Scoett also recognized the need for accounting princi-
ples and procedures to be fluid ". . . in order that they may
continue to embody the principles of justice, fairness, and
tr°uth<,"ll The fluidity characteristic of accounting princi-

ples is especially important to cesting defense contracts.

BDO,RD Scott, "The Basis for Accounting Principles., "
The Accounting Review, XVI (December, 1941), p. 343,

qlbida
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Our economy is a dynamic one often experiencing rapid tech=
nological and social changes. What is fair to one party at
any given time, may not be fair to the other. Stagnant
accounting principles are not likely to fulfill a fairness
concept in our changing econemic environment.

Cost accounting standards must be developed which con-
tain a degree of flexibility necessary for meeting changing
econemic conditions. For example, price~level changes at
one time were gradual and considered insignificant over
relatively short periods of time. However, recent rapid
increases in the overall price level are significant to a
contractor attempting toe recover and provide for replacement
of invested capital. Cost accounting standards must pessess
sufficient flexibility for this and similar situations be-
fore a fair coest of performing a coentract can be
ascertained.

Additional support of the siénificance of a fairness
concept can be taken from the literature. One public
accounting firm, Arthur Andersen & Co., has often taken the
position that fairness is the primary criterion for develop-
ing accounting principles. A 1960 publication of the Firm
contained the following statementz

Thus, the one basic accounting pestulate underlying

accounting principles may be stated as that of

fairness—-fairness to all segments of the business
community (management, labor, stockholders, credi-
tors, customers, and the public), determined and
measured in the light of the econemic and political
environment and the modes of thought and customs of

all such segments--=to an end that the accounting
principles based upon this postulaté shall produce
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financial accounting for the lawfully established
economic rights and interests that is fair to all
segmentso5

The Firm's basic position on the significance of a fairness

concept did not change during the 1960's and intoe the

1970'596

James W. Pattillo also supported a fairness concept as
a basic standard for developing accounting principles and in
his book stated:

o o » from contrasting the connotation of justice,
truth, and fairness, the current social concept of
fairness is selected as the basic standard by
which to measure the propriety of accounting prin-
ciples and rules which purport to be the means of
attaining the objective. Fairness to all parties,
therefore, is formulated to be the single basic
standard ef accounting., that criterion or test
which all accounting propositions must reflect be=
fore being included into the accounting structure.

Current ASPR costing principles cqntain provisions
indicating some concern for achieving fairness in costing
defense contracts. Although the term "equity" is used
instead of fairness, the difference appears to be only in
the choice of terms. Section 15-201.1, pertaining to what
constitutes total costs, permits use of any generally

accepted method of determining or estimating costs that is

5Arthur Andersen & Co., The Postulate of Accounting=--
What It Is, How It Is Determined, How It Should be Used
(Chicago, 1960), p. 31.

For example, see Arthur Andersen & Co., A Search for
Fairness in Financial Reporting to the Public, 1969, A
Collection of Selected Addresses by Leonard Spacek, 1956-
1969, especially pages 21, 201, and 431,

7James¥f Pattillo, The Foundations of Financial Account-
ng (Baton Rouge, 1965) p. 60.
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eguitable under the circumstances. Also, in Section
15-201.4 dealing with allocability of costs, a cost is
allocable to a cost objective if it is in accordance with
the relative benefits received or other equitable relation-
ship., References to equity also exist in other sections of
ASPR, but the term is only casually mentioned and not made a
pervading concept to which all ASPR costing guidelines are
related.

Included also is.the reasonableness of costs. An ex-
cellent definition of what constitutes a reasonable cost
asserts that:

1, It is in accoerdance with the action that a
prudent contractor would take in the circum- ;
stances, considering his responsibilities to
all suppliers of invested capital, empleyees,

customers, the Government and the public at
large.

7

2, It is ordinary and necessary for the conduct
of the contractor's business or the perfor-
mance of the contract under the conditions
present at the time the action occurred.

3. It is generally recognized as acceptable
" business practice.

4, It results from arm's-—length bargaining,
with no material conflict ef interest.

5. It is required to comply with Federal and
state laws and regulations..

6. It is required to cgomply with contract terms
and specifications.

This definition does not provide for a quantitative

8A1an Peterson, '"Cost Accounting Standards for Defense
Contracts.'" Speech given before the Twin Cities Chapter of
the National ,Contract Management Association, April, 1972,



57

test to determine whether or not a cost is reasonable in
amount. Instead, the definition provides a qualitative test
of the over~all nature of a cost and its necessity for per-
forming a contract. Cost accounting standards developed to
achieve an overall goal of fairness would be expected to
include adequate provisions for eliminating unreasonable
costs as valid contract charges.

In fulfilling a fairness concept, all reasonable costs
necessary to the performance of a contract, as determined
within cest measurement and allocation concepts presented in
this study, should be considered valid coentract charges.
Costing is a measurement process and eliminatien of cests on
moral or ethical grounds, as witnessed by listings of unal-
lowable costs in current ASPR previsions, should not be con-
sidered a part of the costing process. Allowability of costs
should be limited only by their allecability. That is,
legitimate business costs that are reaéonable and necessary
in performing a contract should be allocated to it. Total
elimination of certain cost classes, such as interest under
curfent regulations, does not result in fair treatment to
contractors performing cost-type contracts.

Fairness relates to those cost accounting concepts and
practices permitting contractors to recover all coests
incurred in performing a contract, while the Government is
absorbing only its.share of contracter costs. Te achieve

fairness, it is necessary to develop and implement cost
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accounting cencepts and practices with a goal of fairness in
mind, |

Cost accounting standards should be the vehicle threugh
which fairness can be accomplished. Due to the elusiveness
of a fairness concept at the practical level, moere identi-
fiable objectives are necessary at the standard development
stage. Each of these additioenal objectives (sub-objectives
to the overall goal of fairness), is a partial surrogate feor
fairness., Collectively, achieving all the sub-oebjectives
should result in attainment of the overall geoal of fairness.
The sub-objectives selected as partial surregates for fair-
ness aré (1) accuracy, (2) comparability, (3) ebjectivity,

and (4) verifiability.
Accuracy

Beth the procuring agency and the supplier should have
as a common goal accurate accounting for costs, ceupled with
a minimum expenditure for the accounting functien. Accuracy
throughout the accounting precess is essential te increasing
the overall quality and reliability of coest data. Any type
of fairness evaluation would be difficult, if net impoessi-
ble, witheut accurate cost data as a basis fer evaluatien,
Without accuraéy of data, it is difficult te ascertain the
truth of a situation; witheut the truth of a situation, it
is impossible to determine what is fair.

Accuracy, as the term is used in this study, means more

than freedom frem mechanical mistakes and errors in
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determining, recording, summarizing, and allecating costs in
the accounting process. Accuracy is also a qualitative
standard for judging the accounting processes themselves
and the extent te which the processes achieve intended ends.

Achieving abselute accuracy in accounting is virtually
impessible whenever cost estimates and allecations are nec—=
essary. LEstimation and allocatien metheds are too imprecise
to expect results from their use to be tetally accurate,
However, it is possible to judge the accuracy with which
agreed upon measurement and allocation metheds are used.

The contentien here is net that a given ameunt of cest
allocated to a specific ebjective is an accurate cost in an
absolute sense——only that it is accurate within the alloca-
tion method used. The degree to which accuracy is accom-
plished in assigning costs te defense contracts must be
determined according to coesting principles and precedures
agreed upoen by a contractoer and procuring agency.

Achieving accuracy in defense contract cesting can
result by developing cest accounting standards confeorming te
cost measurement and allocatien concepts set forth in this
study. Exhibit II indicates those concepts that sheould,
when implemented via coest accouﬁtiné standards, result in
attainment of accuracy in contract cesting.

Exhibit II provides a summary of the cost measurement
and allecation concepts providing suppert te the qualitative
Sub=objectives of the framework. A check mark (X) in a boex

opposite each cest measurement and allecation cencept denotes



RELATIONSHIP OF COST MEASUREMENT AND ALLOCATION
CONCEPTS TO QUALITATIVE SUB=OBJECTIVES

EXHIBIT IT
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COST MEASUREMENT AND

QUALITATIVE SUB=OBJECTIVES

ALLOCATION CONCEPTS ) uracy piliey  tivity avility
Business Continuity X X X
Accounting Perioed X X X
Singularity X X X
Consistency X X X
Direct Costs X X X X
Indirect Costs X X X X
A, Homogeneity X X X X
B. Allotation Base X X X X
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the sub-objectives receiving suppoert from that individual
concept. The boxes containing check marks under each sub-
- objective indicate those cost measurement and allocatioen
conceptsﬂessential for developing cest accounting standards
that should, when implemented, result in accomplishing that
sub-objective. The placement of the gheck marks is based
primarily on this authoer's judgment and experiences in the
defense contract costing field, and results of the litera-

ture review and field study.

Comparability

Comparability of financial data has received attention
from the accounting profession, stock exchanges, and Govern-
ment regulatery agencies for many years. Most of the em-
phasis placed upon a cencept of comparability has been in
the area of external financial reperting to stockholders and
others interested in the overall financial pesition of a
concern., In general, this appreach te cemparability has
been in reference to comparing financial data between
entities, In this study, attention is focused primarily
upon a coemparability concept as it is applicable within a
given entity.

The literature reveals that comparability has been a
loosely defined term without a clear meaning. Kohler's
definitioen is representative of these found in the litera-

ture. He states that comparability is Y. . . the quality
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attributable toe twoe or more items or groups of items whereby
the presence of a comparable or disparate condition or trend
may be discerneda"9

In defense contract costing there are two areas in
which comparability ef cost data is necessary. The first
concerns comparing cost data of different firms. Whenever a
procuring agency attempts to compare cost data of various
contractors, it is essential that the data be derived on the
basis of similar cesting concepts, guidelines, and proce-—
dures, The second and primary area requiring comparability
of cost data invelves comparisen of costs within a given
firm, Cost-type contracts are entered into on the basis of
hegotiationo The contractor submits cost data in a contract
proposal, and the Government relies upon this data as a
basis for negoetiation. It is imperative that results of the
actual costing process be comparable to data submitted in
the contract proposal. To accomplish comparability between
cost data submitted for contract negotiation and subsequent
contract costing, similar methods of cesting sheuld previde
comparability among cost accumulations for different prod-
ucts, jebs, or coeontracts.

The use of a disclosure statement provides an efficient
method of accomplishing comparability between coests in a
contract preoposal and costs actually assigned to contracts.

This statement should contain a detailed description of the

9Eric'Kohler9 A Dictionary for Accountants (Englewood
Cliffs, 1970), p. 109.
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cost system and all essential metheds used in arriving at
those costs included in the contract proepesal. The same
system and metheds should then be used in actuél costing of
a contract. This arrangement will net produce absolute com=,
parability in all cases, but use of disclesure statements
should provide the basis whereby substantial cemparability
can be attained.

Determining what should be included in a disclosure
statement will vary from centracter te centractor. Never-
theless, all disclesure statements should include a break-
down of costs inte direct-indirect classificatioens,
identification and description eof different overhead pools
to be used, and the basis of allecatien fer each poel. Yet
cautioen must be exercised in making a disclosure statement
too rigid. Changing conditiens during the term of contract
performance might necessitate changes in coesting precedures.
Prier agreements should net be so rigid that needed changes
are precluded. FEach change considered necessary should be
judged on its own merits, particularly fairness of the
change to both the contractor and the Government.

Comparability of cost data, as set forth in this study
can be attained through preperly developed cost accounting
standards. The standards must be formulated acceording to
sound coencepts of cost measurement and allecatien. Exhibit
IT indicates those concepts that, when implemented through
cost accounting standards, should result in cest data that

meet necessary comparability characteristics for coesting
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defense contracts. Gaining greater comparability in terms
of what a contractor says he will do (te which the Govern-
ment agrees) and what a contractor actually does will pro-
vide a useful basis for judging fairness in the contract

costing process.

Objectivity

Objectivity is considered a basic accounting concept,
often supported on the premise that it adds reliability to
financial data. However, members of the accounting prefes-
sion have noet reached substantial agreement on its meaning.
Wojdak states that '. ;m although objectivity is often used
to support theoretical arguments little certainty exists
about its meaning or the level at which it is applj.cables"10

Some of the early writers defined objectivity in a
strictly impersonal sense. Paton and Littletoen contended
that fer accounting informatien to be dependable it must be
froem evidence objective in nature.11 They then defined
objective evidenée as ", . . evidence which is impersonal and

external to the person most concerned, in centrast with that

L . 1
person's unsupperted opinioen or desire," 2 Arnett reached a

10Joseph F., Wojdak, "Levels of Objectivity in the
Accounting Process," The Accounting Review, XLV (January,

197@) 9y Po 96.

11Wm A, Paton and A. C. Littleton, An Introduction to
Corperate Accounting Standards (Evanston, Ill., 1955), p. 18,

1
2Ibid09 p- 19.
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similar conclusion that ". .. data still need to be imper-
soenal in order to be objective,"13

Some contemporary writers faver an "impartiality in
attitude!" approach to objectivity as opposed to a strict
impersonal interpretation. Moonitz used the term "objective"
as meaning "unbiased: subject to verification by anether
competent invest]’.gai:or‘u,”1[1 An American Accounting Associa-—
tion (AAA) Committee chose a meaning similar toe that of
Moonitz. The AAA Committee used the phrase "Freedom from
Bias" instead of the term 'objectivity" in the follewing
definition:

Freedom from_.,bias means that facts have been im-

partially determined and reported. It also means

that techniques used in develeoping data should be

free of built-in bias. Biased infoermation may be

quité useful and tolerable internally but it is
rarely acceptable for external reportingm1

Ijiri and Jaedicke take a similar stand and peint out that

it is moere realistic toe base a definitien of ebjectivity on
the consensus among a given group of observers or measurers
instead of upon the existence of objective factors indepen-

16

dent of persons who cenceive them.

1 .

3Harold E., Arnett, "What Dees Objectivity Mean to.
Accountants?" ; The Journal of Accountancy, CXI (May, 1961),
p. 68.

Maurice Moonitz, "The Basic Postulates of Accounting !
Accounting Research Study Ne. 1 (New York, 196}1)9 p. 42.

1 ;
5Committee to Prepare a Statement of Basic Accounting
Theory, A Statement of Basic Accounting Theory (Evansten,

I1l., 1966), p. 7«

16Yuji Ijiri and Robert K. Jaedicke, "Reliability and
Objectivity of Accounting Measurements," The Accounting
‘Review, XLT (July, 1966), p. 476,
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Objectivity is a desirable and attainable goal in cest-
ing defense contracts. For contract costing:purposes, the
term is intended to mean the application eof fair judgment in
light of existing economic circumstances. Thus, empleoying
costing regulatiens would require an éttitude of fairmess on
the part of both the contracter and the Government. Neither
party should gain an unfair advantage over the other through
exercising bias in carrying out opposing viewpeints. The
degree toe which objectivity is achieved, as Ijiri and
Jaedicke suggest, must be measured on the basis of a con-, .
sensus among an independent group of observers,

A strictly impersonal interpretation, as many writers
propose, would be difficult te apply at the practical level.
For example, McFarland stated:

e o » it has sometimes been necessary to stretch

the concept of objectivity to a peint where it

ceases to have any real significance. It would

be much simpler teo admit that some accounting

procedures are, and by virtue of their nature

must be, guided by subjective judgment rather

than by objective evidence. If it can be shown

that results of such procedures are useful,

further justification is unnecessary.

Personal judgment permeates all of accounting and is
especially impoertant in internal costing where independent
sources of evidence are not always available. Whenever

costing matters are concerned with determining amounts of

historical cests, little judgment is required because

: 17We B. McFarland, ""Concept of Objectivity.," The Journal
of Accountancy, CXI (September, 1961), p. 29.
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historical cests are determined on the basis of empirical
fact. Allocation of histerical cests is a different matter
and usually requires the exercise of personal judgment.

Anytime personal judgment is used as the basis for a
course of action, it can be assumed that some degree of sub-
jectivity exists. The existence of subjectivity does not
necessarily mean that personal bias is present--only that
empirical facts might be absent. The important point here
is that personal judgment must be exercised in a competent
and fair manner to the concerned parties. If the parties to
a defense contract agree to the results of a costing process,
the presence of an adequate degree of objectivity in the
costing process can be assumed. If one of the parties dis-
agrees with the results, the degree of objectivity existing
at the time contract coesting was undertaken must be deter-~
mined by the consensus of independent observers.

Achieving objectivity in cesting defense contracts is a
difficult geal and can be attained only in varying degrees.
The degree to which objectivity is accomplished in a spe~
cific circumstance depends heavily upon attitudes of fairness
and absence of personal biases on the part of beth the sup-
plier and Government. Nevertheless, it is a desirable goal
that must be achieved to the highest degree practical if the
overall goal of fairness in defense contract coesting is to
be achieved.

Cost accounting standards developed with a view of ob-

jectivity in mind will greatly enhance fairness throughout
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the costing process. To .assure the implementation of cost
accounting standards that contribute te achieving oebjec—
tivity in the costing process, the standards should be
developed according to the cost measurement and allocation

concepts indicated in Exhibit IT.

Verifiability,

Verifiability in accounting receives its primary appli-
cation in the field of auditing. The concept takes on a
narrow meaning in auditing and relates primarily to proving
accuracy, 1.e., accuracy in feoeting journals, pesting te
ledgers, comparing amounts entered in journals te source
documents, etc,

The meaning of verifiability in auditing implies that
procedures are available whereby accuracy of the accounting
process can be proved. A concept of verifiability in cost-
ing defense contracts must encempass broader applications
than attempts to preve accuracy. There are few areas in the
entire contract costing process where indisputable facts are
present. The most pressing decisions in cesting, e.g.,
indirect cost allocations, are based largely upon personal
judgments and not indisputable facts. Thus, verifiability
in contract costing must be concerned with areas of costing
where personal judgment is ﬁecessary as well as in areas
where factual information is aQailablee

Verifiability provides a means for judging the degree

to which accuracy and objectivity have been achieved in
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costing contracts. Alse; moest cost-reimbursement contracts
contain a clause permitting the Government to examine all
books and records of the contracter invelving transactions
relating to the contract. These so-called '"audit clauses"
necessitate the verifiability of costs assigned te individ-
ual ceontracts. In additien to audit requirements for cost-
reimbursement contracts, fixed-price contracts are subject
to an audit of cost or pricing data to determine if cest or
pricing infermatioen at the time of coentractual agreement was
based on accurate, complete, and current data.

The key to verifiability is the existence of evidence
supporting a course of action. In areas of contract costing
invelving direct costs, little difficulty in availability of
evidence should be encountered. Evidence in the form of
time sheets, cleock cards, purchase orders, travel expense
vouchers, materials requistioned from stores,; etc,, should
be readily available for substantiating direct chparges.

Allocatiens of indirect costs normally require the
application of personal judgment. These judgments should
be formulated on the basis of existing evidence. Mautz and
Sharaf stated that ". . . evidence gives us a ratjional basis
for forming judgments@”18 Verifiability of evidence uti-
lized in formulating judgments is not as accurate as the

verifiability of evidence supporting direct charges to

18R® K. Mautz and Hussein A. Sharaf, The Philosophy of
Auditing (Evanston, Ill., 1968), p. 68.
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contracts. Nevertheless, it is important that personal
Judgments be formulated on the basis of verifiable evidence
in order to test the‘soundness,of the judgments used.

The types of evidence useful in formulating judgments
are varied and depend on individual circumstances, Records
common to mest erganizations, such as inveices, payroll and
stores records, reconciliations, etc., comprise one type of
evidence., Other types include engineering and statistical
studies and other infermatien lending support te indirect
cost allocation methods used.

Verifiability in contract cesting can be accomplished
by implementing cost accounting standards developed with an
awareness of the types of evidence nermally available to
contracters, These standards should previde, to the greatest
extent possible, that each element of cest assigﬁed to a
contract be traceable back te its oerigin. If there are
areas where adequate evidence is net likely te exist, cri-
teria should be set forth for selecting frem available
alternative methods of cost aésignment@ Cost accounting
standards developed according to the cost measurement and
allocatien concepts indicated in Exhibit II should possess
the necessary elements for achieving verifiability in the

contract coesting process.
Cost Measurement and Allecatien Concepts

While qualitative objectives set forth the desired

goals for costing defense contracts, costing concepts
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comprise the means for accomplishing these goals. vCost
accounting standards should be developed within the frame-
work of sound coest measurement and allecatien cencepts.
Utilization of costing concepts as guidelines in developing
cost accounting standards should result in standards that
will, when implemented, achieve the qualitative goals of the
framework.,

Suppoert of the qualitative objectives provided by indi-
vidual cost measurement and allecation cencepts, as well as
the relationships ameng the cost concepts themselves, cannet
be measured with a great degree of preciseness., The inter-
relatedness of the costing cencepts and their suppoert eof the
qualitative objectives are based largely upoen judgments
formulated by this writer after undertaking a literature
review and field study. Exhibit II provides a summary of
the cost measurement and allocation concepts lending support
to each qualitative objective. In the sectioné that follow,
each cest measurement and allocation concept is developed
and discussed relative to its position in Exhibit II. At
the end of each section, one proposed method for implement-

ing the concept discussed in that section is-presented.

Business Continuity

"Business Continuity" er "Going Concern' 'is a basic
accounting assumptien coencerning the envirenment in which
businesses operate. A continuity concept is cemmenly inter-

preted to mean that an accounting entity will remain in
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operation indefinitely unless evidence to the contrary
existsai9

Continuity in business operations receives primary con-
sideration in financial accounting, but it is also relevant
for cost accounting because expected business continuity
provides the basis for depreciation of plant, equipment, and
other long-lived assets which often comprise a significant
cost for defense contractors.

Business continuity should be a basic assumption for
developing cost acceunting standards; however, the unique
nature of the dgfense industry requires some modification to
the concept as it is normally interpreted. Most defense
contracts contain clauses permitting the termination of a
contract at the Government's convenience. Other interven-
tions into contract performance by the Government can also
result in substantial reduction of work in areas where a
contractor has invested in facilities, equipment, personnel,
etc, These and similar conditions require cost determina-
tions based on an assumption of liquidation as opposed to
continuity.

When conditions of business cessation occur, as in some

segment of a firm where terminated contracts were being

19American Institute of Certified Public Accountants,
"Basic Concepts and Accounting Principles Underlying Finan-
cial Statements of Business Enterprises," Statement of the
Accounting Principles Board No., 4 (New York, 1970), p. 145.
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performed, venture accounting20 would be appropriate. Ven-
ture accounting dees net assume continuity, thereby per-
mitting concepts of coest accounting consistenf with a view
of liquidatien. This appreach would permit all costs
related to the venture, in this case contracts, to be
charged to it without consideration of continuity of the
firm as a whole.

A continuity assumption, as previeusly described, is
essential for developing cest acceunting standards if the
gualitative objectives of accuracy, comparability, and
verifiability are to be achieved. Before any of these ob-
jectives can be achieved in a given contracting situatioen,
the appropriate assumptien concerning business continuity
must be known. Contract cesting must be carried out under
either a view of centract continuation eor cessatien. Once
the correct appreach te take is knewn, approepriate cost
accounting standards can be implemented.

A continuity assumption alse lends suppert te the con-
cept of an acceunting period. The approach taken to either
continuity er cessation in a given situatioen will dictate
the appreopriate accounting peried, under existing
circumstances.

Cost accounting standards should be developed according

2oThi.s approach is similar te McFarland's discussioen of
project profit planning where each project is treated as a
separate accounting entity. For a complete discussion of
his approeach, see Walter B. McFarland, Concepts for Manage-—
ment Accounting (New York, 1966), pp. 12-35,
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to a continuity assumption that the business entity will
continue indefinitely and contracts will be carried out to
their completien. Such an approach permits development of
standards for determining appropriate depreciation of loﬁgm
lived assets and other current expensing of costs benefiting
more than ene accounting peried. However, standards should
also be developed setting forth apprepriate cost accounting
methods for contracts net completed, whether for terminatibn
or ether reasons. Such standards should centain guidelines
for determining hew costs are to be charged toe a centract
when work stoppage occurs, e.g., fixed assets purchased for
a specific contract,; dispesal of assets and inventories,
etc. Development of standards in this manner assures imple-
.mentation ef the preper centinuity cencept threugh the
standards themselves.

Implementation. Depreciation of plant and equipment

is determined by giving consideration te the esti-

mated life of the assets expressed in either years

or units of preduction. The ameunt of depreciatioen

charged to an accounting peried is the estimated

portioen of the assets! lives used up during the

period, It can nermally be expected that the assets

will remain in use until their estimated lives have

expired, which is the basic assumptien for alloca-

ing costs of loeng~lived assets ameng accounting
periods. .

When special conditions arise resulting in loss of
useful value of fixed assets to a contractor, orig-
inal methods of determining depreciatien may have

to be abandened. When contract terminatiens or sub-
stantial reductions in work eccur and special equip~-
ment, toeling, etc. has been previded by the
contracter, which he is net capable of using in
other work, a normal appreach to depreciatien is ne
longer valid. Instead, a view of liquidatien is
apprepriate, and venture accounting can be applied
for charging the remaining fixed asset costs, less
salvage, to appropriate cost objectives.
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Accounting Period

The concept .of an accounting period is relatively new
in the accounting field. When venture accounting was widely
practiced, profits were calculated over perieds of varying
lengths.ziimThe significant acceunting peried for a venture
was the time required for ifs completion. As businesses
became more complex; often undertaking numerous ventures
continuous in nature, it soon became necessary to take
periodic measureﬁents of business units to determine their
profitability. Laws and customs have now firmly entrenched
the coencept of an accounting ﬁeriod in practically all
phases of accounting practice.

In financial acceunting, it is custemary te measure the
economic activities of a firm over some specific perioed of
time, usually of equal length such as a mgnth, quarter, or
year. Equality of time periods permits comparisons of
financial data of two or more time periods in addition to
meeting numerous other requirements such as determining
taxable income, etc.,

Conferming to an acceunting peried cencept necessitates
utilization of specific acceunting techniques such as
accruals, deferrals, interperied allecations, estimates,
judgments, etc, These techniques are cpmmonly gsed in deter-

mining total cests for an entire accounting peried but have

1Maurice Meonitz, '"The Basic Poestulates of Accounting!
Accounting Research Study No. 1 (New York, 1961), p. 16.
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applications in éosting specific objectives as well. For
example, some of the mere impertant applicatioens of an
accounting period concept in costing defense contracts are
the following:,

(1) A uniferm time period for measuring the
total coests of the period;

(2) A measured time in which indirect costs
are allocated against direct costs;

3

(3) A predetermined period of time for meas-—
uring accomplishments against budgets,
plans, etc.;

(&) A useful cut-off peint feor accounting
summarizations and pesting to permanent
records;

(5) A base period to be used in alleocating
indirect costs.

The concept of an accoeunting peried for costing defense
contracts should agree with the calendar er fiscal year uti-
‘lized by a contracter for financial accoeunting. When cen~
tract perfoermance extends beyoend ene year, the costs
chargeable to the contract shoeuld be determined en an annual
basis. Toetal centract costs weuld be the amounts accumu-
lated over the entire peried of coentract performance. How-
ever; cost accounting standards shoeuld give recognition te
the poessibility that acceunting periods shorter than oene
year might be apprepriate under certain circumstancés. It
contract performapce extends over only.part of an accounting
period and the entire peried is used in determininglalloca—
tien bases, unfair treatment might result for one of the

parties to the contract. For example,; drastic changes in
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the level of contractor activity during the peried prier or
subsequent te the perioed of coentract perfeormance could
result in everhead allecation rates net representative of
the actual rates incurred during the term of contract
performance.

An accoeunting period concept has obvieus implicatiens
for a going concern concept in the use of accruals,
deferrals, etc. The notions of an accounting period pre-
viously mentioned also lend suppert to accomplishing the
gualitative objectives of accuracy, comparability, and
verifiability. Coenforming to an accounting period concept
folloews conventional accounting practices and results in
more accurate costing data by removing effects of year-to-
year fluctuatiens in levels of operations, etc. Also, use
of an accounting period in contract cesting proemotes greater
comparability of cost data and eases the auditing task by
proeviding a time frame within which cests can be verified.
Cost accounting standards developed within the framewerk of
an accounting period should result in implementatioen ef
standards that will contribute to accomplishing these quali-
tative ebjectives indicated in Exhibit TI.

Implementation. Costs assigned to defense con-

tracts sheuld be determined and allecated over a

perioed consistent with the ceontractor's fiscal

yvear. The use of a fiscal year provides a period

of time for determining allecatien bases that

should be free from seasenal and other short=term

fluctuations., Perieds of time lenger than a

fiscal year do net fellow conventional accounting

. practices, and abnormal changes in work levels

over long time perioeds might proeduce an overall
time perioed net representative of any single
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period making up the total time frame., But a
time period limited in length te a single fiscal
yvear will proevide an accurate base for werk per-
formed within that year.

Circumstances can arise, however, where a perioed
sherter than the contractor's fiscal year might
be proper. For example, if a centract is per-
formed over only part of a fiscal year, it might
be necessary to determine an allecation base for
indirect costs over the shorter peried in order
to aveid substantial changes in the contracter's
cost structure over the remainder of the year.
However, use of a period sherter than a fiscal
yvear would have to be determined and substantiated
on a case-by-case basis.

Singularity

A commoen erreor in coesting defense céntracts is «to
charge a contract twice with the same type of cost during a
single time period; Erroers of this type are commonly
referred toe in the literature as '"double-screening'" eor
“"double~counting."

To prevent double charges to defense contracts, the
concept of singularity is necessary. This cencept means
that a given type of coest sheuld be charged either directly
or indirectly to individual cosf objectives during a single
time period. Adherence to the singularity cencept would
prievent an individual cost ebjective from receiving a direct
charge for a specific type of cost then receiving an alleca-
tion from an indirec£ cost pool containing the same type of
costo,

Implementation of a singularity concept to prevent

double charges to defense contracts can be illustrated by an
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example. Suppose a procuring agency demands exacting speci~-
fications-fer its work and requires 100% inspection in an
area where the contracter nermally inspects on the basis of
a sample of 5 parts per 1000. Under these conditions, the
procuring agency will probably accept inspectioen laber en
its work as a direct charge although inspection is nermally
an indirect cost in the contracter's system. Adherence to a
singularity concept would require that the contractor (1)
remove from the appropriate indirect cost pool all inspec-~
tion labor not charged directly; and (2) if a direct labeor
base is used for allocating indirect costs, the inspection
laber removed from the indirect cost pool must be added to
the direct labor base. This procedure prevents a single
type cest, inspection labor, frem being charged as both a
direct and indirect ceost.

Singularity in centract cesting lends support te the
qualitative objectives of accuracy, comparability, and
verifiability. Without conforming to a singularity concept
contract .charges would be inaccurate, lack comparability
characteristics, and be difficult te verify due to lack ef
congruency in direct-indirect:cost treatments. In additioen,
achieving fairness to both centractual parties would be
seriously impeded in the absence of singularity in centract
costing.

Implementation. A contract should be charged only

once for a given type cost-—either directly or

indirectly. A contract charged directly with

particular types of cests should receive charges
from indirect cost pools oenly after remoeval from




80

the pools of cost incurred for the same pursuits
as these for which a contract was charged
directly. Conversely, a contract receiving an
allocation frem an indirect cost poeol sheuld neot
receive a direct charge for the types of costs
making up the cost peol.

Consistency

Consistency, as the term is used in this study, refers
to consistent application of acceunting proecedures within a
firm, beth interperiod and intraperied. A consistency con-
cept should net, however, be viewed as a virtue of neces-=
sity and applied in a strict sense if the facts of a
situation indicate a departure from the concept is neces=-
sary. Achieving fairness in centract cesting is an over-
riding goal., Whenever existing conditions dictate,
consistency should give way teo fairness if conferming te a
consistency concept would result in unfair cesting results
to one of the contract parties.

Interperied censistency in coentract costing has its
greatest significance inspreviding cemparability of cest
data. Coentract performance often extends oever moere than
one accounting peried. Changes in metheds eof cesting from
period to period make the comparison of cest data difficult,
if net impessible. Conferming te interperioed censistency in
cesting hethods is necessary for producing cest data that
are comparable‘on a period-to-perioed basis.

Adhering to a consistency concept during the peried of

cost determination and allocatien is necessary for obtaining
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costing results supperting the qualitative objectives of
accuracy, comparability, and verifiability.

Consistency in costing methods enhances the likelihooed
that cest data will possess a éreater degree of accuracy
when like transactions and events are accounted for in the
same manner. Furthermore; greater comparability ameng cest
proposals, costing results, snd various cost proepesals should
result frem censistent application of cesting metheds which,
in most instances, will also ease the task of verifying
costs charged to specific contracts, jobs, products, etc.
Twe impoertant facets of intraperied consistency are "intra-
project consistency'" and "interproeject consistency."

Changes in cesting metheds could result in unfair
charges to a specific centract if the changes created sub-
stantial differences in allecation bases, make-up of cest
pools, etc. Intraproject consistency also requires con-—.
sistency within given lines of work. For example, research
and development cests of a coentracter charged toe customers
(Government) should be accounted for in a manner consistent
with accounting for research and development coests incurred
specifically for the coentracter!s own internal uses.

Interproject consistency requires use of the same cost-~
ing principles and proecedures for all projects, at least
whenever costs assigned to a Government contract would be
affected. Utilizing different accounting metheds for dif-
ferent projects can result in seme projects being penalized

in faver of ethers in terms of cost allecation proecedures.
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To aveid such ihequities9 transactions of a like nature
should be treated consistently from preject to project.

Consistency in contract coesting alse has applicatiens
in the contract propesal-costing stages. Without consistent
costing methods between estimated coests included in centract
propoesals and subsequent charging of costs to contracts,
comparability between the negotiatioen and cesting stages is
difficult te achieve. This comparability between the pro-
posal and actual cesting is impoertant because it provides a
means of determining if costs have been accounted for ac—
cordiﬁg to agreed methods.

The concept of consistency presented above plays a sig-
nificant rqle in accoﬁpli;hing accufaéygléomparability, and
verifiability througheut the contract cesting procéss.. Con-
sistency in centract costing is essential if coest data are
to be accurate. A costingimethod is not likely teo predﬁce
accurate results, especially where a defense=commercial
production mix exists, if divefgent methods are employed in
arriving af cost. data for various classes of work. Inaccu-
racies in costing results are likely by-products of incen-.
sistent accounting procedures, and results would net coentain
necessary comparability characteristics. Consistency in
costing methods alse enhances verification of cests charged
to contracts whereas inconsistent methods hinder the verifi-
cation process and can even pfeyent verification between
cost proposals and contract cosfings Adherence to a con-

sistency concept in developing cest acceunting standards
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should provide for standards that will, when implemented,
produce costing results lending suppert te accemplishing the

qualitative objectives indicated in Exhibi“s:,,.II0
Implementation. A contractor submits a cost
proposal which includes direct-indirect cost
classifications, indirect cost pools, bases
for allocating indirect cost pools, etc. Sub=
sequent accumulation and assignment of coests
should be implemented along the same lines set
forth in the cost propesal. This requirement
includes, in addition te Government centracts,
all other cost objectives whenever different
costing metheds between Government and other
work would affect the amount of costs assigned
to Government coentracts. Consistency among
and within different projects is necessary toﬁ\»
assure that comparable events will be accounted
for in the same manner. . r

Direct Costs

Among the most prevalent problems in costing defense
contracts today is the determination of these costs which
should be charged directly and the corollary of charging
indirect costs. The comments that foellew in this and the
subsegquent section are not attempts to list these cests that
are direct or indirect. Instead, attempts are made at
describing what makes the two classificatiens of cests dif-
ferent, i.e., the characteristics of each classification.

Basically, problems in assigning costs te individual
contracts are those of allocability. Current ASPR costing
guidelines provide only a broad description of when costs
are allocable to a contract. ASPR Section 15-201.4 states:

A cost is allocable if it is assignable or charge-

able to a particular cest objective, such as a
contract, product, proeduct line, process, or class

N

.\\
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of customer or activity, in accerdance with the
relative benefits received or other equitable
relationship. ©Subject to the foregoing, a cest
is allocable to a Government contract if it--
(i) 1is incurred specifically for the
contract;
(ii) benefits both the contract and other
work, or beth Governmen? work and ether
work, and can be distributed to them in
reasonable proportion toe the benefits
received;
(iii) or is necessary to the overall operation
of the business, although a direct rela-
tienship to any particular cest ebjective
cannot be shown.
The essential message in the above statement is that a par-
ticular cost is not allocable to a contract if all ef the
contract's terms and conditions can be performed without
that cost's incurrence. The statement alsoe indicates a
clese tie between the allecability of cests and a benefit
concept.
A first step in determining those costs chargeable22 to
a contract is describing the properties of direct costs. A
common error in cost accounting is te use a physical rela-
tionship as the chief criterion for determining which costs
are direct as to a given cost  objective. This conditien
undoubtedly grows out of traditional product costing where.

only raw materials "incorporated into a final preduct and

labor expended in converting the raw materials receive

22The term "chargeable'” is used here instead of ASPR's

use of "allocable'" in order to prevent confusion. Allecable
or allocability is a common term used in discussing distri-
butions of indirect costs. Technically, a direct coest is
allocated when charged to a specific cost oebjective. How~
ever, use of the term chargeable is felt to be more appro-
priate and creates less confusion in terminolegy.
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direct cost treatment. Outside of these so-called ""prime
costs!", all other manufacturing costs are classified as
indirect.

The uses and impertance of cest accounting have
expanded beyond traditional product cesting. Business ac-=
tivities are often divided inte fractienal parts, cemmenly
referred to as segments, in order to facilitate various cost
analyses. A segment can be any activity er part of an
organization fer which separate cost determination is
desired. Physiéal relatienships, as they exist in product
costing, are often not available for determining direct
costs of segmehts@ One example is the widespread use of
program costing throughout industry and Government. When a
program is the cost objective, there is ne final preduct in
a physical sense. Therefore, in this and similar situations,
direct costs must be described according to properties otheri
than those growing out of a physical relationship.

All costs of an accounting entity are direct if the
entire entity is idehtified as a single cost objective.
Costs become indirect only as certain cost objectives within
the entity are identified as being suberdinate to other cost
objectives of a higher order, or when a jeint cest is commen
to multiple cost objéctivesg Therefore, a chief prerequi-
site to determining direct costs is a detailed identifica-
tion and description of each cost objective within a cost
system (essential requirements of a contractor's cost system

are provided in Appendix D of this study).
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Once cost objectives are sufficiently described, it
becomes easier to identify coests incurred specifically feor
only one cost objective. Anthony gives a direct classifica-
tion to those costs '"specifically traceable to or caused by
the manufacture of a product eor the carrying eut of a

23

program, " Thus, direct costs would include all assets

and services used up in perferming, and can be traced to, a
single cost objective. The primary means of judging
traceability is te determine if a particular cost would
exist over the short run in the absence of a specific cost
objective; if it dees, then that cest is net caused solely
by the cost objective and is not a direct cost chargeable to
it.

It is the specific identification of cost objectives
and the resultant traceability characteristics of costs to
thoese cost objectives that make a cost direct--not a cate-
gorization of costs in the accounts. A coesting system can
easily influence the directness of costs through arbitrary
classifications when primary consideratien should be cen-
tered en the nature of the coests. This preblem is readily
épparent in the areas of labor and material costs where the
direct—=indirect dichotoemy is applied for reasons of expedi=
ency rather than conferming to the facts of a situation.

Labor cests incurred as a result of efforts expended

for and traceable to a specific cost objective would be a

23Robert N. Anthony, Management Accounting—-Text and
Cases, 4th ed. (Homewood, 1970), p. 361,
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direct cost of that cost ebjective. Direct labor is one
type of cost that is relatively easy to trace to specific
cost objectives. However, labor fringe costs are often
dumped into overhead pools and allocated te cost objectives
as an indirect cost. Since the fringe costs are directly
attached to the direct labor, they should alse be charged
directly as the traceability characteristics of the costs
are sufficient to do so. The result is a moere accurate
charging of laber related costs, which are becoming in-
creasingly large, than an indirect allocation procedure
would provide,

A situation similar to labor costs exists for material
costs., Materials incurred fof a specific cost ebjective are
ordinarily easy to determine, and are charged directly,
within practical limitations (small cost items would be
eliminated). Material related costs of acquiring, stering,
and issuing materials are commenly charged to indirect cost
pools and allocated te cost objectives. As in the case of
direct laber, material related costs should be charged
directly to cost objectives along with direct material
charges., This can be accomplished threugh material loading
rates, which is as close to direct charging as can be
attained from a practical standpeint, and would result in
more accurate costing for the total cest of materials.

In addition to labor and material costs, all other
costs that are traceable to a specific cost objective should

be treated as direct ceosts. A direct cost possesses a
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higher degree of accuracy in measurement than an indirect
cost, and the overall accuracy of the costing precess can be
improved by reducing the amount of costs that must be allo-
cated on something other than a direct basis.

Charging costs directly to contracts whenever possible
promotes increased accuracy, comparability., and objectivity
in cost assignments by aveiding less precise indirect cost
allocations. In addition, verifiability of centract charges
is greatly enhanced by the traceability characteristics in-
herent in direct costs.

The concept of direct costs presented in this section
should be incerporated inte the development of cost account-
ing standards for the specific purpose of providing direct
charges to contracts for as many costs as possible. Costing
guidelines increasing the number of direct charges to con-
tracts would eliminate many costs from less accurate indi-
rect methods of allocation. Alse, eliminating coests from
indirect categories is likely to result in less complexity
in cesting methods.

Implementation. All costs which can be identified

with and traced to a single cost objective should

be charged directly thereto. For example, laber

costs incurred for a single cost objective should

be treated as direct cests of that cost oebjective.

In addition to the basic labor costs, fringe bene-

fits are becoming increasingly significant cests

and can be closely attached to basic labor costs.

Labor fringes should be charged directly te cost

objectives along with direct labor. Labor fringes

can erdinarily be accumulated and expediently deter—

mined by pooling the fringe costs and arriving at.a

fringe rate for different categories of labor.

Charging fringe costs directly with laber coests
should result in mere accurate charging ef the
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fringes than including them in some incirect cost
poel. Moreover, better infermation is prgvided
for the true cost of the labor function.?2

Indirect Costs

Direct costs were previously defined as '"those assets
and services used up in performing which can be traced to a
single cest objective," Therefore, all residual costs are
indirect. That is, all costs incurred for more than one
cost objective are common costs and must be charged to the
benefited cost objectives on something other than a direct
basis.

There are ne hard and fast rules for distinguishing an
indirect from a direct cost. The type or general nature of
a cost does not make it indirect--=it is the jointness of
benefits to twe or moere cost objectives produced by the
incurrence of a single cost. To state that certain cests
are always indirect would be in error. Determination of
direct-indirect classifications must be made in light of a
specific cost system within which cost classifications are
to be made. The sophistication and detail produced by a
given cost system is instrumental in determining traceabil-
ity characteristics of costs flowing through the system,

The traceability characteristics will, in turn, determine

24

At least one Armed Services Board of Contract Appeals
case (ASBCA No. 129%8, 68-2 BCA 7402) did not agree with
allowing labor fringe as direct costs. However, the sound-
ness of treating laber fringes as direct charges was not
questioned--only that it was not censistent with the con-
tractoer's prier practices.
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whiéh costs must be classified indirectly.

Indirect costs often comprise a large part of total
contract cests. A contracter is-interested in making cer-
tain all legitimate direct coests are charged to Goevernment
contracts., Likewise, the Govermment is interested in being
charged only its proper share of indirect costs. It is
unlikely that allocation of indirect costs can ever be made
in any kind of scientifically correct way. In spite of
that, cost accounting standards are to be developed that
will serve as guidelines for indirect cost allocations by
contractors. To encourage standards that will provide use-
ful suppoert in attaining accuracy, cemparability, objec~
tivity, and verifiability in indirect cost assignments, the
standards should be formulated according to the concepts of
(A) Homogeneity of Cest Groupings and (B) Proper Allocation

Base, An expositioh of these concepts appears below.

(A) Homogeneity of Cost Groupings. When a cost cannot

be traced directly to a single cost objective, practical
considerations prevent tracing the cost te multiple cost
objectives. Instead, all indirect costs are usually
aggregated in some fashion, then assigned to cost objectives
acéording to various allocation bases. These aggregation
and assignment methods are essentially averaging processes
and caq result in significant losses in accuracy of cost
assignments if applied in a careless manner. This section

is concerned with the aggregation portioen of the averaging

process.
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Final or end cost objectives of firms commenly consist
of products, product lines, programs, etc. In accomplishing
end objectives various support functions, termed
"intermediate cost objectives' in this study, are often sig-
ﬁifiéant sources of costs. Intermediate cost objectives
consist moestly of service-~type functiens such as security,
plant maintenance, building occupancy, personnel, general
cofporate expenses, etc. Prier to allocationé of interme-
diate objective costs, it is necessary to accumulate the
costs in appropriate pools. A cost pool is a greup of
related costs that are to be aggregated then alloecated to
varieus cost ebjectives utilizing thé same allocation base.
Of utmost impoertance in increasing the effectiveness of the
aggregation-allocation process is the homogeneity of costs
contained in the individual cest pools.

.Shillinglaw states that homogeneity has the follewing
two dimensioens: |

First, an account should embrace only those costs

having a common set of determinants, i.e., costs

having different determinants should be summarized

in separate accounts, '

Second, the costs assigned to a particular account

shoeuld have the same pattern of response to the

various determinants of coest behavier.
The first dimensien requires that costs having different

determinants be summarized in separate accounts while the

second reguires costs assigned to a single account possess

25Gordon Shillinglaw, Cost Acceunting: Analysis and
Control, Rev. ed. (Homewood, 1967), p. 143,
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the same behavier pattern relative to the account's deter-
minants. The relationship existing between a cost pool and
its determinants is an important test for ascertaining the
degree of cost homogeneity in a cest poeol. No set of
dogmatic rules can be promulgated for determining either the
degree of homogeneity existing in a cost peel er the number
of cost pools required. Costs incurred are a functien of an
organization's structure and the types of work being per-
formed. Each business unit must determine its own relation-
ships between cost behavier and its determinants.

Various means exist for testing the homogeneity eof
costs in a pool and their relation to a common determinant.
In situations where productien or program processes are
relatively simple, the relationship may be easily deter—~
mined through oebservation or judgment. In complex situa-
tions; more scientific methods may be required. For example,
statistidal techniques utilizing correlation or regression
analysis can be used in testing the relatienship between the
behavior of cests and a common determinant.

No rules exist for determining the number of indirect
cost pools to be used by a contractor. The use of one or
two pools by a contractor is likely to result in greupings
of heterogeneous cests having noe cemmen determinants. The
use of a greater number of poeels centaining homogeneous
costs might result in greater accuracy in cesting, but
indirect cost pool can be fragmented inte unnecessarily

small groups. Whenever the number of pools is increased,
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costs of maintaining the necessary records will alse in-
crease. Efforts deveted to achieving a high degree of
hemogeneity in cest peels should not be carried to extremes
but evaluated in terms of gaining greater accuracy in cost
assignments at a reasonable cost of operating the costing
system and the materiality of amoeunts invelved.

Each cbntractor should determine the number and compo-—
sition of cost pools to be utilized by him accerding te his
own preduction processes, programs undertaken, organiza-
tioenal structure, etc. When a defense contracter under-
takes both commercial and defense work, a minimum requirement
expected is the utilization of separate cost pools for (1)
commercial work onlys; (2) defense work eonly; and (3) situa-
tions where commercial and defense work are mixed. The num-
ber and composition of cost pools within each of these
categories would depend upon an individual set of circum-
stances for each contractoer.

As a first step toward gaining mere preciseness in
indirect cost assignments, indirect cost poeels, whatever
their number, should censist of homogeneous cost elements.
Cost accounting standards developed to accomplish hemoge~
neity in cest peels should not be so complex and strict that
the exercise of judgment is precluded. Complexity in coest-
ing systems is ne guarantee of increased accuracy. Being
cognizant ef the interrelatedness of various cest elements
and appreaching costing proeblems with a view toward accom-

plishing cesting objectives with the simplest allecatien
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procedures possible will likely result in the greatest in-
crease in accuracy at a minimum cost.

Achieving fairness at thg indirect cost allecatioen
stages of contract costing is a principal requirement if an
overall goal of fairness is to be achieved. Homogeneity in
cost pooels should enhance accuracy and ebjectivity in in-
direct cost allecations threugh increased efficiency in
allocation metheds. In additien, interrelatedness of costs
in a single cost pool is expected to provide better compar—
ability of indirect cost rates among centracters and within
the same contracter over time. Poeling cests accerding to
common relationships, as oppesed to heterogeneous groupings,
also provides a valuable criterion for verifying cests net
otherwise obtainable. Grouping costs into homegeneous
pools, aleng functional lines for example, provides an easier
means of verifying the proper share of each cest pool
chargeable to different cost ebjectives than would be pos-
sible if cests of numereus functiens were groeuped inte a
single pool of heterogeneous ceosts.

Implementatien. Indirect cest peels should coensist

of these cost elements that are hemegeneous in

nature and, to the extent ecenemically feasible,

are ‘'highly correlated with the base over which they

are to be allecated. Fragmentation of indirect

cost pools should be avoided unless results of

additional pools improve upen overall accuracy and

efficiency of cost allecations commensurate with
increased costs of the acceunting functien. For
example, if it can be shown that ene indirect cost
pool will produce substantially the same results
as twoe or more separate pools, then fragmentatioen

could noet be justified in terms of the added costs,
and a single poeoel should be used.
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(B) Proper Allocation Base. Once indirect coests have

been grouped into homegeneous cost poels, a proper base for
distributing the pools te cost oebjectives must be selected.
In selecting an allocation base, primary censideration
should be given te factoers causing incurrence of the costs,
benefits received by the various cest objectives te which
allocations are to be made, or other criteria which relate
the cost pooel te a common distribution base.

Accountants have not generally agreed upon specific
objectives and criteria for arriving at indirect cost
allocation bases. Typical viewpoints for selecting an allo-
cation base are:

The primary objective in selecting a base is to
insure the most accurate applicatioen of everhead
cost to preducts manufactured. Ordinarily, the
base selected should be closely related to func-—
tions represented by the overhead cost being
applied, . - - A secondary objective in selecting
a base is to minimize clerical costs and effort.
When two or moere bases provide approximately the
same applied overhead cost, the simplest base
should be used.

o o « bases for cost assignment must be selected

in seme way that is net merely arbitrary er
capricieus. When there are various metheds avail-
able which produce significantly different results
there should be some recognized nerm; and any de-
parture from that nerm ought to be explained.27

26Adolph Matz and Othel J. Curry, Cost Accounting-—

Planning and Control, 5th ed. (Cincinnati, 1972), p. 187.

27William J. Vatter, "Standards for Cost Analysis," in
Report on the Feasibility of Applying Uniform Cost Account-
ing Standards to Negotlated Defense Contracts, by The
Comptroller General of the United States (Washington, 1970),
p. 541,
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The base . . . must be selected so as to cause a
distribution to the cost objectives in accord with
benefits received, reason for incurring the cost,
or logic and reason.?2

Given a total-cost pool and a cost object, the most
important criterion for selecting a cost allecation

base is to relate the total cost to its most causal
factor.?

The comments above relate some of the .contemporary
thoughts on selecting an allocation base. In a 1945 article,
Vatter reached the feollowing conclusions concerning overhead
allocation bases:

(1) Criteria for overhead cost allecations have

noet yet been developed which are capable of
statistical verification.

(2) Bases chosen for cost assignment are frequent

but imperfect expressions of the criteria
themselves,

(3) Overhead costs must be averaged to be as~-—

signed at all. The limitations of averaging
are inherent in overhead cost assignment.
Averaging assumes a degree of homogeneity of
costs that is not always sufficiently present
to permit averaging with logical consistency.
Vatter's conclusions reflect, to a great extent, problems
encountered in allocating indirect costs today. Advances

made in statistical and linear programming techniques,

coupled with the advent of the computer, have increased the

8Howard W. Wright, Accoeunting for Defense Contracts
(Englewood Cliffs, 1962), p. 60.

29Charles T, Horngren, Cost Accounting--A Managerial
Emphasis, 3rd ed. (Englewood Cliffs, 1972), p. 397.

3OWilliam J. Vatter, "Limitations of Overhead Alloca-
tion,;" in Readings in Cost Accounting, Budgeting, and
Controel, ed, by William E. Thomas, 3rd ed. (Cincinnati,

1968), p. 307.
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capabilities of indirect cost assignments, but criteria feor
the use of these techniques are net well established. For
example, in costing defense contracts, many coentractors
separate indirect fixed and variable costs in order to allo-
cate them on different bases. However, the predominant
practice among contractors is to not separate fixed and
variable costs for allecation purposes@31

The allocation base is the determinant used for alle-
cating indirect cost pools to individual cost objectives.
Selecting criteria for determining ;n allecation base is
closely related to choosing the number and compesitien of
indirect cost pools. The base should be comprised of a
determinant common te cests centained in the pooel te be
allocated, and it should have abcommoﬁ‘relationship to all
cost objectives to which the pool is toe be allocated.

The most desirable characteristié of an allecatien base
is that it be the primary causal factbr creating the costs
it is %o alloecate, This relationship weuld indicate a high
correlation between the base and coest poeel. That portion of
the allecatien base derived froem each cost objective would
then represent the proper;portion of the cost poeol teo be
allecated to individual cest objectives,

As a practical matter, identifying the primary causal

factor for a given cost pool may be difficult te determine.

31In a questionnaire circulated as a part of the GAO
Feas1b111ty Study, 55.8% of 636 respondents with Government
contract experience did not separate fixed and variable in-
direct costs for cost assignment purpeses.
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Difficulties in relating cests in a poel to a commen caus=
ative facter can arise from the &akemup of either the cost
poeol, the allecation base, or both. Gaining the desired
relationship between the pool and base might require more
cost accumulatiens along functional lines, which suggests
the possible need for more poels and a different allecation
base for each pool.

Current methoeds of allecating indirect costs are not
precise and in some cases are purely arbitrary and judg-
mental. The degree of preciseness that can be attained in
charging indirect costs to defense contracts, while remain-—
ing within practical limitatiens, is an unknewn teday.
Research and experimentatien with statistical techniques
applied to data in the defense industry could possibly lead
to new or improved techniques in arriving at the type of
allocation bases alluded to in this study.

Properly developed allecation bases provide a signifi-
cant element fer accomplishing the qualitative objectives of
accuracy, comparability, objectivity, and verifiability.
Accuracy and ebjectivity are natural results of costing
processes where allocation bases are developed utilizing
statistical or other methods relating the allocatioen base te
the contents of a cost pool. Likewise, the soundness of
such methods permits compilation of cost data that are com-
parable and easier to verify. Cost accounting standards
should be developed that set forth criteria and bread guide-

lines for contractors to consider in developing and testing
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allocation bases,; Each contracter should then have the
flexibility to ,develop allocation bases within his own or-
ganizatienal structure, preduct lines, etc.

Implementation. Allecatioen bases should be selected
that relate cost pools to cost ebjectives to which
the poeols are to be assigned. Bases reflecting such
a relationship can be determined only after cost
analyses and studies have indicated the mest appro-
priate base from those available. Selecting an al-
location base is closely related to the manner in
which cests are poeoled. Fer example, popling cests
along functional lines such as people related,
machine related, etc., narrows the choice of bases
and simplifies the selection process. Broadly based
costs, such as general corporate expenses, will gen-
erally have to be allocated ever a mere practical
base such as cost of sales or cost of proeductioen.
The primary consideratioen for selecting an alleca~:
tion base is to increase the accuracy and efficiency
of assigning indirect cost pooels without unduly
increasing cests of the accounting function.

Summary

The conceptual framework for costing defense contracts
developed in this ohapter.is designed to serve as a guide-
line for development and subséquent testing of cost account-
ing standards. The individual elements of the framework
were taken primarily from existing accounting cencepts and
practices revealed in the literature and based upon the
results éf a field study, modified for specific applicatioen
to internal cesting practices. The concepts were then or-
ganized into a framework for costing defense contracts. The
plan of the framework was to first develop an overall bread
qualitative objective supported by sub-objectives. Next,

cost measufement and allecation concepts suppoerting
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accomplishment of the gualitative objectives were developed,
and oene suggested method for implementing each cest mea~-
surement and allecatien concept was preéenteda

The individual concepts utilized in this study are not
new te the field of accounting; but the relationships pre=
sented in the framework may provide direction in developing
cost accounting standards. Little research has been pub-—
lished relating commenly used accounting concepts to the
cost accounting functioen. This chapter has attempted to
develop approepriate accounting cencepts within which cost
accounting standards for defense contracts should be
developed.

The costing framewerk is te be implemented through ap-
proepriately developed coest accoeunting standards. At the
operatioenal level of implementation, certain requirements
are necessary before any cohesive set of costing guidelines
can be properly utilized. These requirements are set forth
separately as Appendix D of this study.

During the course of the literature review and field
study, numerous coentract audit cases were reviewed as a
means of gaining more knowledge inte contract éosting pro=
cesses and problemsa32 Results of these reviews revealed
many similarities amoeng the cases, yet each case was unique
in some respect. To prevent reperting duplicatiens eccur-=

ring among the cases, results of one comprehensive audit

32
study.

A listing of the cases appears in Appendix A of this
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case were developed into a case study and utilized as a
means of demenstrating the soundness of the normative cost-
ing framework presented in this chapter. The case study is

the subject of the following chapter.



CHAPTER IV

CASE STUDY OF A COST-TYPE DEFENSE

CONTRACT AUDIT

Background te the Case

Introduction

The audit of a cost-type coentract placed with a defense
contracter is a normal procedure for determining the cost te
be accepted‘for performing each contract. Diversities among
contractors and the great variety of products and services
procured rule out the existence of a 'typical audit." The
varieties of problems encountered in costing defense con-
tracts coever a broad range occurring over long perioeds of
time. The audit prgsented in this case study is net in-
tended to be a "typical'" audit case, but exemplify many of
the current issues and problems encountered in costing de-
fense contracts.

The general purposes of presenting the results of an
audit in the form of a case study are twefeld. First, an
insight is proevided inte some of the costing problems en-
countered by beth the contracter and procuring agency.
Second, the case depicts a real-world éituatien useful for

demonstrating the soundness of the contract costing

102
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framework developed in this study.

Specifically, the contracts under audit in this inves-
tigation were for designing, developing, teoling, and
fabricating special types of electronic equipment. The pro-
curing agency was a large defense prime contracter doing all
of its business with the Federal Government, From an oper=
atioenal viewpoeint, the procuring agency could be considered
an arm of the Federal Government. The supplier invelved in
this case was an electronics division of a large diversified
firm with eperating plants in several locations. The con-=
tracts under consideration in this case were performed at

two locations - Plant Location 1 and Plant Location 2.

Contract Procurement Procedures

BODE's Auditing Department performs a significant func-
tien in the overall placing and subsequent finalizatien of
contracts placed with suppliers. In order to provide the
proper perspective of the Auditing Department?!s invoelvement
in the total centracting process, a sequential outline of
the basic proecurement procedures followed by BODE is pre-
vided below. Although these precedures might net have gen~
eral application in all circumstances, similar precedures

would be expected for most defense procurement.

1In order te maintain anoenymity in this case the con-
tractor (supplier) is referred to as Electro Corperatien and
the procuring agency as BODE (acronym for buyer of defense

equipment).

2Taken from infermation contained in the files of
BODE's Auditing Department.
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A purchase requisitien frem the proecuring
organization is sent to the Purchasing
Department.

A,

If the procuremént is frem a sele seurce
and exceeds a stated minimum, justifica-
tien for using a sele source is required
from the requisitiening party.

If the procurement is competitive, the
source is up to the Buyer, i.e., the
Purchasing Department representative
responsible for placing and administering
the contract.

For contracts of a developmental nature
cost-plus—~a-fixed—-fee type contracts will
probably be used.

Product procurement contracts might uti-
lize either fixed-price or cost-plus-
fixed-fee contracts.,

1, Fixed=Price Contracts

(a) Buyer acquires a detailed cost
breakdown in support of the con-
tract price. Buyer may request a
conference with the appropriate
engineer, price and cost analyst,
and supplier before making a final
determination on placing the
contract.

(b) Before a contract can be placed,
the price quote goes to auditing
for their review,

(c) After a contract is placed, the
Auditing Department must determine
if a pest—award audit of coest and
pricing data is necessary. Such a
determination nermally involves a
review of the Buyer's files, other
appropriate company files, and
epiniens of the contracting prin-
cipals. If a decision is made to
review the contractor's records for
adequacy and accuracy of cost and
pricing data, the reviews will
normally take place after the con-
tract is complete and actual tetal
costs are known. '
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2, Cost~Plus-Fixed~Fee Contracts

(a) Buyer's requests from the Auditing
Department depend upen previoeus
experiences of deing business with
the contractoer., Foer coentractors
with ne prior experience with BODE
the Buyer notifies the Auditing
Department which then perfeorms the
functiens listed below.

(b) The Auditing Department performs
an accounting systems survey to
determine if the contractor's
records will permit adequate cost-—
ing of a CPFI contract as well as
produce auditable records. The
system survey must be performed
before the contract can be placed
with the contractoer.

(¢) The auditor performing the system
survey makes sure the contracter
‘understands the apprepriate procure-
ment regulatiens, acceunting re-~
quired, and any special contract
terms invelving accounting
requirements,

(d) If the reviewing auditor dees not
believe the contractoer’s system and
records will provide all the data
needed, the contractor is requested
te make necessary changes. The
Buyer 1is netified by the auditer ef
the changes necessary prior to
placing the contract. The ultimate
decision for placing the centract
rests with the Buyer.

ITI. Annual Coest Audit of Contracts

A,

The Auditing Department performs annual audits
of all coest-type contracts placed with sup-
pliers. The audit repert lists in detail all
costs booked against each contract by the sup-
plier and the auditor's adjustments, if any.

The audit report is sent to the appropriate
Buyer whe contacts the supplier and seeks
his agreement to the audit results.
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C. If disputes to the audit results arise be~-
tween BODE and the supplier, attempts are
made to negotiate the differences. If an
agreement cannot be reached between the con-
tract parties, the supplier may ultimately
appeal to The Armed Services Board of
Contract Appeals. This Board's decisions
may then be appealed te the U. S. Court eof
Claims.

Nature and Purpese of Contract Audits

A proecuring agency has one primary objective in per-
forming an audit of cost~type contracts—-te verify costs
claimed by contractoers fer goods and services according te
terms of the contract(s). In carrying out audits of this
type, consideration must be given te the appropriate pro-—
curement regulatiens, coentracter’s acceunting system, meth-
ods of allocating costs,; and the mix of defense and
commercial proeductioen at single plant lecatiens which might
produce cost assignment coemplexities during a given fiscai
period.

Prior te entering a cest-~type centract, it is first
necessary to determine if the contracter's accounting and
overall record keeping system are adequate for properly
reporting the results of centract perfermance. Such a
determination includes a substantial assurance (1) that
costs can be accurately accumulated and (2) that costs
assigned to contracts can be verified with a reasonable
expenditure of audit time and effort. If these conditions

have net been previeusly ascertained by the procuring
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agency, a survey of the contracter's accounting system is

necessary prior te completing a contract agreement.

Development of the Audit

Systems Survey

Prier to undertaking a number of coest-plus—fixed-fee
(CPFF) contracts with Electro Corporation, BODE's Auditing
Department, at the request of the Purchasing Department,
conducted a survey of Electro'’s accounting system. The pri-
mary objective of the survey was to determine if Electro's
accumulatien and assignment of costs were carried out in a
manner permitting accurate and auditable cost assignments,
The type of survey undertaken in this case closely followed
the format of the survey questionnaire in Exhibit III.

The auditer making the survey required Electreo Ceorpora-
tion to make the following changes in its costing system:

(1) Transfer from overhead to the Direct Labor
Base all direct labor on engineering projects,

(2) Accumulate direct labor and all other direct
charges on each engineering project.

(3) Include in overhead the costs of engineering
projects acceptable as research and develop-
ment under the procurement regulations.

(4) Eliminate from the general and administrative
expense pool all coests net allowable under
the procurement regulations.,

(5) Compute a general and administrative expense
rate using a cost of goods manufactured base
instead of cost of goods sold.

In addition to the above changes required by the auditer,

Electro requested permission to assign overtime laber as a



108

EXHIBIT TIIT

AUDIT SURVEY QUESTIONNAIRE

GENERAL SECTION

1. Company: Date of Survey

Address: Auditor
Buyer
Telephone: FTS ~ Contract No.
’ Co, = Est. Amount

Home Office and/or
Accounting Office (if

Type of
Contract

different from above)
Fiscal Year Ends

Familiar With:
ASPR
Phone Ext., Yes No

2. Persons Contacted Title

——

3. Key contact for auditing (A) and who will be authorized
to speak for the company in settlement of final costs(B).

4, Show the following for total company and for plants
working on BODE Contract:

No. of Business % % Cost Resident
Location Empls., Volume Govt. Type DCAA*
a. )
b,
c.

5. Shoew names and phone numbers of DCAA Auditers in Charge
(keyed to above),

ao.

b@

Ca.

*Defense Contract Audit Agency
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EXHIBIT III (Continued)

Obtain the follewing:

a., Published report to stockholders
b. Organization chart

c. Chart of accounts

Other General Comments:"

CPFF SECTION

1.

List elements of cost, including overhead and G & A per-
centages, which are included in the quetation. (Is
gquote compatible with accounting system?)

Type of cost system . (Get exam-
ples of records for accumulating contract costs.)

Review Section II (Boiler Plate), articles AL-A7, A-10
and A-13, with the contractor.*

Labor Clock Non Clock

a. What records are used to
account for the employees time?

b. How is time charged? Hours

‘ Amount

c. Is the labor distribution
reconciled with payrell?

d. Do employee records show
occupation codes? Yes No

e. What categories of labor (e.g., Engineering, Produc-
tion, Assembly) will be charged directly to this
contract?

f. Are these categories of laber normally
charged direct? Yes No
(If not, adjust the direct labor base for calculat-
ing O0/H rate(s).)

*Reference is to special contract provisions..
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EXHIBIT IITI (Continued)

List categories of labor included in direct labor
base.

Are there any labor agreements in effect? :
Yes No If so, what are the wage re—-opener
provisions?

Verify and describe labor rates quoted as to actual,
standards, and adders.

Indicate accounting treatment for direct labor
employees:

Charged
Direct Indirect

(1) Overtime and Shift Premiums
(2) Idle Time
(3) Travel Time

Material and Services

a.

Will all purchases for this contract be on a fixed
price basis? Yes No If not, explain.

How will materials be charged to this contract?
(Direct purchase , From Invty. , How Priced

)

Are there any handling charges or material overheads
assessed to material purchases? Yes No

How are purchase discounts handled?

Do intracompany transactions exclude profit?
Yes No

Do transactions with affiliates exclude profit?
Yes No

Does contractor maintain an adequate control system
for materials purchased or furnished by BODE?
Yes No
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EXHIBIT III (Coentinued)

Tooling and Capital Equipment

a, Compare treatment of cost items to be charged against
this centract with coentracters policy foer their own
toeling and capital equipment.

Tooling Capital Equipment
This For This For
Contract Contractor Contract Contractor
Labor
Overhead
G & A

b. If the proposed charges to this contract differ from
the contractors system, determine and reach agree-
ment feor equitable costing.

.'¢c. Does contractor maintain an adequate centrol system

for tooling and equipment purchased, manufactured or
furnished by BODE? Yes No

Travel

a. Are employees on actual? Per Diem? or
Combinatioen?

b, If on Per Diem
Daily Fractional Days
Includes _ Amount Yes No _&

All expenses
Partial (meals, etc.)

Indirect Expense Rates

a, Are separate overhead rates established for each
plant? Yes Neo If noe, explain.

b. Does contractoer plan to recover IR&D on this
contract? Yes No If yes, explain procedures.

c. De overhead pools include any charges for fully
depreciated assets? Yes No If yes, explain.

d. Is marketing and/or selling expenses segregated in
the contractor's beoks? Yes No
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EXHIBIT III (Continued)

Dees contractor plan to claim any? If so, explain.

Does contractor pay manufacturing er sales represen-—
tatives a commission or fee? Yes No

Does the contractor plan to claim these costs on
this centract? Yes . No If se, explain BODE
Policy.

Determine Indirect expense rates on attached
schedule.

Other Comments:

Suggest any advance agreements required in the following
areas:

2.

Direct charges (labor, material, tooling, capital
equipment, travel, etc.)

Overhead rate(s) (reclassification of items normally
charged to overhead which are being charged direct,
including IR&D and Bid and Proposal Labor, etc.)

General and Administrative Rate (items not appli-
cable such as Sales or Manufacturing Representatives,
conversion from cost of sales to cest of manufac-
turing, etc.)



EXHIBIT III (Continued)

SCHEDULE OF OVERHEAD POOLS AND RATES

Latest Negotiated DCAA

Provisional Rates DCAA Rates
Pool Base Adj. to Provisional Per : ‘
Description Amount Description Amount Claimed ASPR* Rates Year ..Claim Negotiated

*Make :appropriate adjustments to the expense pools and bases for (1) unallowable

items,

(2) IR&D,

(3) bidding costs and (4) items normally charged indirect which will

be charged direct. (Show calculations.)

€Tt



114

direét charge and was permitted te do so if the practice was
applied consistently for all werk.

Subsequent to performing the system survey, several
CPFF contracts were placed with Electro Cofporation.
Provisional overhead rates for interim billing purposes were
agreed upoen by Electro and BODE with final rates and cest

determinations to be based upen annual audits by BODE.

Results of BODE Audit

Performance of the contracts placed with Electre took
place over a several-year peried. The audit selected feor
this casé study cevered Electreo's 1971 fiscal year, which
was considered to be the most representatife of all the
perieds over which BODE's contracts were performed. In-
cluded in the audited costs were three completed and seven
incomplete CPFF contracts. Summary results of the audit are
presented in Exhibit IV; contract audit differences are

explained below.

Schedule A - Material Adjustment

The auditer's adjusthents for material charged teo the
contracts arose primarily from centractoer erreors or dis-
allowance of charges according to terms of the contracts.
A detailed listing of the audit’adjustment is provided

below.



Types of Costs

Material

Labor:
Manufacturing Lecatien
Manufacturing Location
Engineering

Overhead:
Manufacturing Locatien
Manufacturing Locatioen
Engineering

Other Direct

General & Administrative:
Division
Corpoerate

Independent Research and
Development

Excess Material Costs
Totals

1
2

1
2

EXHIBIT IV

SUMMARY OF AUDITED COSTS

FISCAL YEAR 1971

Costs Per

Contractor

$

340,000

480,000
20,000
80,000

657,816
20,050
161,066

4,000
252, 346

5,840

Audit

318,000

480,000
20,000
80,000

548,755
20,075
157,866

19,000

165,271

25,916

1,752
(36,000)

§ 2,001,118

$ 1,800,635

Rifférence

Schedules
Explaining

Differences

$ 22,000

109,061
(25)
3,200

(15,000)

87,075
(25,916)

4,088
36,000

% 2201583

A

W

g o000

==

11
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Descriptien Amount

Outside services contracted by Electro
charged as materials but sheuld be
charged as 'other direct’ $ 15,000

Prior year cost charged te contracts
in prier year 2,000

Material purchases not benefiting BODE
contracts but charged thereto 1,000

Travel noet allowed per terms of the
contracts but charged as material 2,000

Equipment rentals not allowed per cen-—
tractual terms but charged as materials 2,000

Tetal Material Adjustment in Exhibit IV $ 22,000

Schedule B — Labor

As Exhibit IV discleoses, there were ne audit adjust-
ments to Electro's claimed laber cests, A primary reason '
for noe adjustments being necessary can be attributed teo
Electro's control of laber by departments and BODE's werk
being performed in a limited number of departments. Alse,
in mest departments where BODE's woerk was performed, a large
percent of each department“é Work was on BODE's contracts
only.

The absence of audit adjustments does not mean there
were no problems encountered by the auditers. In this par—.
ticular audit, censiderable difficulties occurred in Idcatingw
all of the time cards for certain perieds, Also, payrbll
summaries and time cards were not sufficiently reconciled

throughout all of the fiscal year. Auditors were, however,
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able to satisfy themselves as to the validity of the direct

labor charges.

Schedule C - Overhead

Adjustments to Electre claimed overhead charges were
the result of applying audited overhead rates to the audited
bases instead of Electro's rates. Exhibit V and its supple-—
mentary schedules provide a full explanatien of adjustments
made to the overhead poeols and allocatioen bases as well as
the derivatien of audited overhead rates.

Specifically, the audit adjustments were computed as
shewn below.

Manufacturing Overhead

Claimed by Electro at Lecation 1: $657,816

Direct Labor per audit $480,000

Overhead rate per Exhibit V 114,324% 548,755
Audit Adjustment $109,061

Claimed by Electre at Lecatioen 2: $ 20,050

Direct Labor per audit : $ 20,000

Overhead rate per Exhibit V 100.375% 20,075
Audit Adjustment $( 25)

Engineering Overhead

Claimed by Electro $161,066

Engineering Laber per audit ¢ 80,000

Overhead rate per Exhibit V 197.333% 157,866
Audit Adjustment . $ 3,200

Schedule D = Other Direct

See Schedule A - Outside contracted
services charged as materials $ 15,000
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Schedule E -~ General and

Administrative (G & A)

General and administrative expense adjustments reflect
the application of audited G & A rates to the audited dis-
tribution base,; which is cest of goeods manufactured in this
case. Adjustments to the division and cerporate G & A
pools, allocation bases, and the derivation of G & A rates
are provided in Exhibit V.

Differences between audited and contractor claimed
G & A expenses are the result of the following computations.

Division G & A

Claimed By Electro $252, 346
Cost of goods manufactured for

BODE contracts per audit $1,607,696
Audited G & A rate per

Exhibit V 10.28% 165,271

Audit Adjustment $ 87,075

Corporate G & A

Claimed by Electro $ -0~
Cost of goods manufactured for

BODE contracts per audit $1,607,696
Audited G & A rate per

Exhibit V 1.612% 25,916

Audit Adjustment $(25,916)

Schedule F — Independent Research and

Development (I R & D)

Adjustments to contracter claimed I R & D expenses stem
primarily from adjustments made toe the I R & D peol and
allocation base as shown in Exhibit V. The specific audit

#
adjustment to costs claimed by Electro foellows.
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IR &D costs claimed by Electro $ 5,840
Cost of goods manufactured for
BODE contracts per audit $1,607,696
Audited T R & D rate per
Exhibit V .109% 1,752
Audit Adjustment $ 4,088

Schedule G -~ Special Material

Adjustment

The special adjustment for material costs ($36,000) is
the result of a dispute between BODE and Electro on the cost
of a component part used in assembling the product covered
by the contracts under audit. The component part in ques-
tion was initially purchased by Electro from an outside
source. During the term of coentract performance, Electrd
stopped purchasing the part from an outside source and began
procuring the part from one of its own facilities at a
distant lecation. The change in supply source resulted in a
substantial cest increase for the part, which BODE auditors
disallowed as being excessive and not substantiated by
Electro's production and cost data.

Electro took the position that quality preblems had
been experienced with the outside vendor, and a. change in
the supfly source was necessary. Furthermore, Electro
argued that BODE had agreed to the change in the supply

sourceq3 Upon making the change in source ne agreement was

3The Electro position was ascertained frem information
contained in a June 19, 1972, letter from Electre's Con-
troller to the BODE buyer administering the Electro
contracts. '
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reached with BODE on the manner in which the new coest of the
part would be handled,; and ne change in the tetal centract
amount was made, Electro felt the costs charged for the
component part to BODE's contracts were fair and reasonable.

BODE contended that the change in the supply source was
to be made witheut an increase in cosf, First, subsequent
to making the source change, Electre submitted a bid on a
‘new fixed-price contract that included a quotation of $1
per unit fer the part in question. The $1 per unit ceost was
also the quotation included in the cost proposal for the
CPFF coentracts under audit. BODE learned of Electro's
claimed increase in cests during the course of the fiscal
1971 audit. Second, a test of Electro's proeductien cests
on the cempenent part rev;aled fluctuatioens of menthly unit
cost from a low of $3.20 te a high of $7.70 with no explana-
tion of the per unit cest variatien oeffered by Electro.
Daily productipn runs were nermal fer the proeduct, apd wide
cost fluctuatiens would noet noermally be expected.

During fiscal 1971, Electreo ﬁsed an average of the high
and low production cests ($5.,45) as the unit price for
charging BODE's contracts. During the same peried, Electro
was charging fixed-price contracts for the same part at $.83
per unit. As a result of its findings, BODE auditors
reverted to the cost of $1 included in the original cest
propesal-—and available from an outside seurce~—as the unit

cost to be allowed in cesting its centracts.
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Explanation of Indirect Expense

Audit Adjustments

In arriving at audited rates for applying-indirect
expenses to contracts, numerous adjustments to Electro's
cost data were necessary. These adjustments are separated
inte two parts--indirect cost pools and allocatioen bases.
The adjustments are identified and discussed according teo
the audit adjustment numbers provided in Exhibit V on page

i22,

Indirect Cost Pools

The cost poeols summarized in Exhibit V were the only
ones utilized by Electro for the purpese of PllocatingAindi—
rect costs to individual centracts., Due toe the mix of
commercial-defense business, it was necessary for Electreo
to make numerous worksheet reallecations of certain indi-
rect costs, e.g., fringe benefits and occupancy cests, prier
to determining final cost balances, After Electro's realle-
cations, BODE auditers found it neceséary to make further

adjustments te final coest poeel totals.

Adjustment No. 1. Unallowable costs eliminated from

the three overhead pools were of two types. Entertainment
was pot an allowable cost under ASPR procurement regulations
and was specifically eliminated in total. Fereign travel
was an acceptable contract cost only if prier appreval from

BODE's contracting officer was obtained before its



Audit
Adj.
No.

EXHIBIT V

COMPUTATION OF AUDITED INDIRECT EXPENSE RATES

Description

wLo~NoO AW

16
17

19

Expenses Per Contractor
Contractor Adjustment:

Reallocation of Depreciation

Expenses as Adjusted
Audit Adjustments:

Unallowable Expenses
Reclassify Direct to Overhead
Non-benefiting Indirect Labor
Reclassification to Engineering
Reclassify Overhead to Direct
Prior Year Expenses Accrued
Reclassify Corporate G & A
Reclassify to Division G & A
Expense Capitalized
Reclassify Division G & A
Discourits & Other Income
Eliminate Depreciation on Certain
Location One Assets
Eliminate Field Engineering
Adjustment to Audited Expense
Overhead on IR&D Projects:

Engr. Labor $20,000 ©197.333%

Mfg. Labor $40,000 @114.324%

G & A on IR&D Projects @11.892%

IR&D Not Applicable to BODE
Projects

Expenses per Audit
Allocation Base per Contractor
Audit Adjustments:

Labor Recliassification to Direct
Reclass. of Certain Divn. G & A
Add Field Engineering

Eliminate R&D Expense from R&D Base
Allocation Bases per Audit

Indirect Expense Rates per Contractor

Indirect Expense Rates per Audit

FISCAL YEAR 1971

Manufacturing Overhead General and Administrative IR&D
ETectro Location Engineering Field Applicable
One Two Overhead Engineering Division Corporate to BODE
$3,000,000 $800,000 $300,000 $500,000 $1,000,000 $ - $ 60,000
15,000 2,000 2,000 (10,000) 2,000 --- --=
$3,015,000 $802,000 $302,000 $490,000 $1,002,000 $ - $ - 60,000
$ (20,000) $ ’ $ (3,000) $ $ (40,000) $ $
10,000
(20,000)
§ 1,0003 1,000
40,000) (5,000) (10,000)
{( 8,000)
(181,640) 181,640
. (12,000) .. 12,000 .
) (2,000)
2,000 1,000 1,000 1,000 (5,000)
(6,000)
. (400,000)
(479,000)
. (61,000)
39,467
45,730
19,320
(156,517)
$2,538,000 $803,000 $296,000 $ --- $ 769,360 $.120,640 $ 8,000
2,200,000 800,000 150,000 -——- - 7,000,000 7,000,000 7,000,000
20,000
5,000 5,000 5,000
479,000 479,000 479,000
. (140,000)
$2,220,000 $800,000 $150,000 [ $7.484,000 $7,484,000 '$7,344,000
137.045% 100.250% 201.333% - 14.314% -~ ---
[y
100.375% 197.333% --- 10.280% 1.612% 0.109% s
Do

114.324%
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incurrence. Since prier approval was noet obtained, all

foreign travel was eliminated from the indirect cost peols.,

Adjustment Ne. 2. Travel costs were noermally classi-

fied as indirect cests in Electro’s accounting system. Hoew-—
ever, the amount invelved in Adjustment Ne. 2 was charged
directly te BODE's coentracts. Such a precedure was incen-—
sistent within Electro's system and required the eliminatioen
of travel as a direct charge with a cerresponding addition

toe the proper overhead pool.

Adjustment Ne. 3. Labor coests fer certain part-time

employees were classified as an indirect expense solely on
the basis that the empleyees were net werking full time.
The functiens performed by these employees were the same as
other employees whese labor cests were classified and
chargéd as direct expenses. The procedﬁre followed by
Electro for thesé part-time employees was inconsistent with
its nermal practicéso The audit adjustment was made to
eliminate the appropriate part-time laber cests from manu-
facturing oeverhead and to add the same amount te the direct

laboer base,

Adjustment No. 4. The reclassificatien adjustment frem

manufacturing overhead to engineering everhead reflects a
distinctien necessary for certain types of engineering
expenses. When separate poeels for manufacturing and engi-
neering overhead are maintained, consistency of costs clas-

sifications between the two peels must be maintained.

'
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Otherwise, overhead rates of the pools are affected by
shifting expenses from one pool to the other, and individual
contracts often have different percentages of participatioen
in individual .cest poeels., In this instance, the audit
adjustment was necessary to correct for the charging of
suppert-type engineering expenses inte the manufacturing

overhead pool.

Adjustment No, 5., Due to the unique nature of certain

requirements in BODE's contract with Electro, a prior
agreement was reached between the parties concerning special
treatment for particular types of costs. Because of exact-
ing requirements in certain areas. of BODE work, e.g., mate-—
rials, machines, inspection, etc., the agreement called for
direct charging of these costs to BODE contracts althoeugh
they were normally treated as indirect costs in Electro's
system.

The audit adjustment indicated in Exhibit V was neces~-
sary to eliminate a deuble charge for the same types of
costs. Electro faiied to remove from the approepriate over-
head pools coests normally classified as indirect but
charged directly to BODE's contracts. Eliminatien ef these
costs from the affected everhead pooels prevented BODE cen-
tracts frem receiving beth a direct and indirect charge for

the same types of costs.

Adjustment No, 6. Certain expenses accrued and in-—

cluded in indirect manufacturing costs at the end of fiscal
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year 1970 were included in expenses again when paid during
fiscal year 1971, Such a procedure obviously resulted in
the double inclusion of the same items of expense in two
successive fiscal years and was noet an acceptable practice,
Errors of this type by Electro indicated a weakness in its
accounting sy§tem and raised questions cencerning the over-

all accuracy of results produced by the accounting function.

Adjustment No. 7. The corporate home office billed the

Electro division for corporate G & A expenses which were
subsequently paid and recorded as division G & A by Electro.
BODE required a separate division and corporate G & A rate
based upon actual allowable G & A expenses at boeth the divi-
sion and corporate level. Thus, corporation G & A expenses
billed to the electronics division were removed from the
divisional G & A pool and included in the corporate G & A

pool.

Adjustment No., 8. Services of a general administrative

nature were included in the field engineering cest pool. In
order to maintain coensistency in classifications, this
expense was removed from field engineering and included in
division G & A. Alse, the adjustment was necessary in order
to arrive at the correct total in the divisien G & A peol

for rate determination purposes.

Adjustment No. 9. Expenses of a capital nature were

removed from the G & A pool and disallowed as a current

expense item. Electro followed an overall corporate policy
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of capitalizing all single expenditures in excess of $700
and benefiting mere than one fiscal year. The item
expensed in this instance was net consistent with the gen-

eral corperate policy nermally followed by Electro.

Adjustment Ne. 10, Certain employee fringe benefits

were charged to varieus individual cest centers. In erder
to treat all emplo&ee fringe benefits on the same basis, it
was necessary to remeve these expenses from the divisien

G & A poel and include the appropriate accounts in the manu-

facturing, engineering, and field engineering cest peols.

Adjustment No., 11, Miscellaneous income items were not

‘credited to various expense accounts but were classified as
other inceme. Due to the mixed nature and immateriality eof
individual items comprising the other income total, e.g.,
scrap sales, discounts earned, etc., the balance was de~
ducted in tetal froem division. G & A; Theoretically, indi-
vidual ameunts of miscellaneous inceme shoeuld have been
credited to the varieus overhead poels coensistent with the
income sources. However, due to the immateriality ef the
amounts, crediting the total against divisien G & A was cen-
sidered to be both expedient and fair te the contract '

parties.

Adjustment :No. 12, The eliminatien of depreciétion on

certain Plant 1 equipment aroese from an agreement between

Electro and BODE, In erder to facilitate development and

production of the items called for in the CPFF contracts, a
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special facility was provided by Electro at a new Plant
Location 2. In additien te previding for mere efficiént
performance of the contracts, the new Plant Lecation was
expected to create less interference with Electro’s commer-—
cial work and free Plant Locatioen 1 frem the accounting
requirements of cest-type work.

Plant Lecatien 2 was initially established in a leased
facility furnished 100% with BODE equipment. The facility
then operated as a department deing all of its werk eon BODE
contracts. A subsequent management change resulted in
clesing Plant 2 and moeving all BODE ewned equipment te Plant
1. As a résult of the move, it was necessary to restructure
Electro's chart of accounts, realign direct-—indirect cost
classifications, etc.

Since BODE owned all of the equipment used in pfoducing
the product procured under its centracts, no further equip-
ment depreciation was to be included in the Plant 1 manufac~-
turing everhead peol. Electro claimed such a practice was
incensistent with practices for other indirect manufacturing
costs and included equipment depreciatioen in the manufactur-
ing oeverhead pool for Plant 1,

BODE's engineers examined a sixty-page list of equip-
ment utilized in Electro's Plant 1 operations. From this
list, it was .determined that only a few items of Electro
owned equipment were beneficial to the perfoermance of BODE's
contracts. As a result of their findings, BODE auditers

eliminated the depreciation shewn in Exhibit V frem the
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Plant 1 manufacturing overhead pool,

Adjustment No. 13. Field engineering expenses were

considered by BODE auditors as sales related expenses and
not an allowable contract charge under either its coentract
terms or the appropriate procurement regulations. Electro
claimed the cost pool consisted primaniiy of administrative
people vital to the existence of the company and was a type
of cost to be shared by all its customers.

When Plant Location 2 was in operation, Electro'’s
employees invoelved in centract administration were consid-
ered indirect charges, but BODE was purchasing 100% of the
work performed at Lecation 2 and fully absoerbing this type
of cost. Therefore, upoen relecation to Plant 1, BODE agreed
to accept the céntract administration people plus applicable
overhead as a direct charge. Thus, no further allecation of
costs te BODE for this type of service was deemed necessary
for performance of its centracts, and the entire field engi-
neering cest pool was eliminated for indirect cost alleca~

tion purposes.,

Adjustment No. 14, Corporate G & A expenses applicable

to Electro, as noted in Adjustment Ne. 7, were established
as a separate G & A pool. The $61,000 adjustment was neces-
sary te reduce the pool balance to the audited total of
$120,640 as shown in Exhibit V. The manner in which the
audited corporate G & A pool was determined is detailed

below.



»129'

Corporate G & A per Electreo . $ 840,000
Audit Adjustments:

Credit miscellaneous income $(160,000)

Unallowable costs per ASPR ( 54,000)

Federal income taxes ( 76,000) -

Personal compensation net incl. 8,000 (282,000)
Total G & A pool as adjusted $ 558,000
Corporate Sales $37,000,000

Corperate G & A rate based upen sales .1,508%
Electro Division Sales $ 8,000,000
Corpoerate allecatien te Electreo

Division-1.508% X $#8,000,000 $ 120,640

Adjustment Ne., 15.. BODE égreed te share in I R & D

expenses of Electro to the extent such expenses benefited
BODE coentracts. In computing the toetal I R & D poel in
which® BODE woeuld participate, it was first necessary to load
the labor contained in the pooi with its share of manufac-
turing, engineering, and G & A everhead. The I R & D poeol
balance applicable te BODE centracts was then adjusted te

the audited amount of $8,000 derived in the folleowing manner.

Engineering Labor $ 2,405
Engineering overhead at 197.333% 4,745
Sub-total 3 7,150
Division G & A at 10.28% $ 735
Corpoerate G & A at 1.612% ) 115 850
Total I R & D applicable ‘
to BODE $ 8,000

Allecation Bases

The allocation bases shewn in Exhibit V were utilized
to determine Eieétro“s indirect expense rates., Direct labor
costs were utilized as the base for manufacturing overhead
at Plant Lecatiens 1 and 2. Engineering labeor served as the

basis foer determining an engineering overhead rate while
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cost of gooeds manufactured was the basis used in determining
indirect expense rates for division G & A, Corperate G & A,
and I R & D. Adjustments te the indirect expenses bases are

explained below.

Adjustment No., 16. This adjustment was the reclassifi-

catioen of laber as explained in Adjusthment Ne. 3 relating te

the indirect manufacturing cest poel fer Plant 1.

Adjustment No., 17. Expenses classified as G & A shoeuld

have been included in ether overhead poels. The adjustment
was necessary in oerder teo preperly classify these expenses

as a part of cosf of goods manufactured. Alse, see Adjust-
ment No. 10 which removed these costs froem the division

G & A poel.

Adjustment No, 18. Field engineering expenses, which

were eliminatedvas a separate overhead pool by Adjustment
No., 13, were added to Electro's computation of cost of goods
manufactured. @ BODE auditers felt that the contents eof the
field engineering expense pool included the type of expenses
that should be a part of the cost of goeds manufactured
total prior to its use as an allecation base. The effect of
the adjustment was to increase the base amount feor deter—

mining boeth G & A and I R & D indirect expense rates,

Adjustment No. 19, Included in the coest of goeds manu=-

factured total were I R & D expenses. Therefore, prior te

determining an I R & D rate, it was necessary to remove
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I R & D expenses from the cost of goods manufactured total.
Electroe's I R & D expenses, prior to any everhead loading,
totaled $140,000. Removal of I R & D expenses from the cost
of goeds manufactured base had the effect of decreasing the

base for determining the I R & D indirect expense rate,
Audit Results Summary

Exhibit IV disclosed a substantial difference between
fiscal year 1971 costs claimed by Electro and cests properly
chargeable to BODE's contracts as determined by an audit.
The $220,483 difference between claimed and audited costs
represented 10,91% of total cqsts claimed by Electro and
12.24% of total acceptable costs determined by BODE auditoers.

Electro did not agree with the audit results except for
obvious errors made in recoerding and classifying data and
disallowances particularly mentioened in the proecurement reg-
ulations. - Specifically, Electroe did net agree with the
adjustments BODE auditers made to the manufacturing, field
engineering, and G & A overhead costs poeols. The foundation
for Electro's disagreement with BODE!'s audit results relied
primarily upon the equitableness and reasonableness of the
costs claimed.

BODE auditors defended their audit adjustments, except
for ebvieus recording and classification erroers and specific
procurement regulatien disallowances, upon the unreasonable-
ness and nonbenefiting nature of certain coests., Material

costs were claimed to be excessive in ameunt, and both the
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manufacturing and engineering overhead poels contained many
costs tha£ were either net beneficial to BODE's centracts or
resulted in deuble charges to the contracts.

" At this writing, the disagreements between Electro and
BODE had noet been reselved and will likely go te litigation.
The inabiiity of the parties to reach an agreement on their
differences can be attributed te numerous factors, primary
of which are (1) differences of opinioens on the proper cest-
ing procedures to follow and (2) either the vagueness or
total abéence of guidance in costing matters as currently

provided in defense proecurement costing guidelines.

Case Evaluation eof the Qualitative

Objectives of the Framework
Fairness

Evaluating a fairness concept was difficult te achieve
on the basis of the Electro Case., Difficulties were encoun-
tered for two primary reasons. First, fairness was not an
apparent issue except in these costing areas where problems
or disagreements were present. Second, when fairness ap-
peared as a primary issue, other terminelogy, e.g., reason-
able, equitable, etc., was used by beth contract parties.
Therefore, fairness was construed toe have implicit connota-
tions by the parties as opposed to an explicit meaning that
could be used to suppert a pesitien.

Electro's interpretation eof fairness centered around

its recovery of all coests that could, in any way, be related
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to performing BODE ceontracts. Evidence of this pesitien can
be taken from the manner in which Electre selected indirect
cost poqls and allocation bases so that BODE's cost—type
contracts would receive the greatest charges. When costs
were disallowed for reasens other than errors or violations
of procurement regulations and centract agreements, Electro
argued for their allewance on the basis of the reasonable-
ness of the coests. Therefore, it appeared Electre coenstrued
fairness to mean the acceptance of all reasonable ceosts as
valid centract charges.

In‘a March, 1972, letter. Electro’s controller informed
the BODE buyer managing the contracts that Electro's posi-
tion was noet in agreement with the material costs disallow-
ances made by BODE auditors. The controller suppoerted the
materia; charges as being reasonable which, in his oepinien,
meant the costs were necessary, met a prudent businessman
test, and were sound, established business practices. Such
a statement can be interpreted as part of an overall cencept
of fairness, which was the controller'’s basis of contention
for recovering the material costs.

The general appreach of BODE auditers for determining
acceptable contract costs was, as would be expected,a strict
adherence to procurement regulations and specific contract
terms. Yet, procurement regulations did net provide suffi-
cient guidance in many areas, and auditers were required to
exercise personal judgment in ascertaining acceptable con-—

tract costs., Lack of guidance in procurement regulatiens
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and reliance on individual judgment were evideht in examinmf
ing cerrespondence related to disagreements on disallowed
costs. In some instances,.specific‘regulation sections
were gueted as the basis for a disailowance; vet, in many
instances, a specific regulatien could net be given and
auditors'® judgments were the sole basis for the
disallowances.

When exercising personal judgment in cesting matters,
the term "fairness'" did not appear in the auditors'! corre-
spondence- or Workpapersm However, a fairness concept was
clearly practiced'under the disguise of other accounting
jargon. Informal conversation with each BODE guditor re=-
sulted in unanimous agreement that fairness was a viable
accounting concept in applying individual judgment to deter-
mining costs of defense contracts. When asked what fairness
meant, representative comments were:

Consistency of application that does not prejudice
either party to the contract.

A system resulting in equitable treatment to both
parties.

A cencept whereby neither party to the contract
obtains undue advantage over the other.

Relates to a uniform or consistent treatment of
any element of cost witheut consideration for the
effect it may have on the net results te any
specific project,

Mutual agreement between the buyer and supplier
for the allocation of charges.

Treating like charges to different projects in the
same manner,

Fairness was found to be a significant oebjective of
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both Electro and BODE during éontract performance, espe-
cially in attempting te settle disputes in areas not ade=-
quately covered by precurement regulatiens. A primary
problem was encountered in specifically identifying the
existence of a fairness concept due to the use of other
terms, i.e., reasonable, equitable, mutual benefit, etc. A
workable definitien of fairness for contract costing would
be difficult to prescribe. Yet, the partial surrogates for
fairness suggested in this study--—accuracy, comparabilitya
objectivity, and verifiability-=collectively possess the
essential elements of a fairness concept, and each is capé

able of implementation via cest accounting standards.:

AccuracX

Electro’s accounting system placed minimal emphasis on
the cost accounting functien. For example, job order cost-
ing was required on BODE contracts, but was noet utilized for
any other work. Also, except for BODE contracts, time dis-—
tributions were not maintained in the cost system. Electro'’s
lack of emphasis on the costing function was likely a con-
tributing factor to the many inaccuracies found in the
system, ‘

To BODE auditers, accuracy was a primary criterion fer
evaluating results of Electro's costing process. Accuracy
in recording and assigning costs was considered to be of

utmost impoertance since recorded costs and their ultimate

allocation serve as a basis for arriving at the

1
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consideration to be paid Electro. Witheut accuracy through-
out the costing system, the use of cost=reimbursement coen-=
tracts is seriously impeded.

During the course of BODE's audit, which utilized var-
ious tests of the accounting records, numerous accounting
errors were detected, Of these, some could be classified as
clerical or procedural while others were by-products of an
incoemplete or inadequate system for utilizing cost-
reimbursement contracts. Thus, the degree of accuracy with-
in Electro's overall system was difficult to assess,
especially in attempting an overall evaluation of the
fairness of the total costing process.

In Electro's accounting system, accuracy was lacking in
two primary areas. First, the cost system itself was net
sufficiently detailed and cemplete to produce accurate
results. Second, within‘the system utilized, the accounting
function was not carried eut in a manner contributing te
accurate results. Consequently, the general lack of accu-
racy in the costing system (1) made the auditing effort more
difficult and time consuming: (2) aroused suspicion of costs
charged to specific contracts; and (3) created serious dif-
ficulties in making an overall evaluation of the fairness of
results preduced by the accounting system.

The case revealed two aspects of an accuracy concept
significant in costing defense contracts. First, a costing
system must be sufficiently complete to produce factual data

and designed with intentions of proeducing mutually fair
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results. Second, regardless of the cost system, its func-=
tional aspects must be carried out substantially error free
in order te gain reliability in its §utpute An adequate
cost system is of ﬁtmost impertance in preducing accurate
cost data, and the impoertance of recommendations for a ceost
system made in Appendix D are strengthened by the Electro

case.

Comparability

Comparability, as set forth in the coenceptual framework
in Chapter III, pertains tovcomparing cost data between cem-
panies and within a single company. Comparisen eof cest data
between companies has primary significance in determining if
the data is derived on the basis of similar cost concepts
and procedures., Comparability of cest data within a single
firm relates principally to metheds used for deriving data
submitted in a cost propesal for contract negotiations and
their subsequent comparison with methods actually used in
costing the contracts.

The Electro Case presented a limited opportunity te
evaluate the comparability concept in terms of its presence
or absence as it existed among contractors, because there
was no'opportunity to determine if cest data Submitted by
Electro was comparable (in an accountiné sense) with cost
data submitted by other contractors. DBased upon conversa-—
tions between the writer and BODE auditers and buyers, sub-—

stantial comparability of cest data submitted by different
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contracters was never very likely. The primary reason given
was the divergencies iﬁ methods of accounting for‘indirect
costs; however, substantial differehces were also encoeun—
tered in accounting for direct materials and labor.

Comparability of cest data submitted by Electro in the
contract prepeosal and subsequent coesting of contracts
existed but with some notable exceptions. After establish-
ing a second plant lecatien, Electro attempted to cembine
manufacturing everhead for both plants and establish one
indirect manufacturing cost rate that could be applied to
direct labor feor work performed at either plant. Such a
procedure can result in werk performed at one of the plant
locations absorbing a disproportiénate share of indirect
manufacturing costs—=especially if one plant is werking near
full.capacity and the other plant contains substantial idle
capacity. Also, due to Electro’s lack of utilizing similar
cost accounting proecedures and records for both cest-type
and commercial work, it was difficult to compare costing
results of the two different classes of work.

Comparability was found te be a desirable and necessary
ingredient to the total contracting and cesting preocesses.
The existence of comparability among contractors would have
been beneficial to the purchasing function by permitting the
buyer to compare price quotes from different contractors
foellowed by a subsequent comparison of audited costs with
the accepted price quote. Whenever comparability of cost

data was present, especially between defense and commercial
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work, it facilitated the audit functien in comparing coesting

methods for different classes of work.

Objectivity

Instances of beth the existence and absence of objec-
tivity in the costing and subsequent audit of BODE's con-
tracts weré evident. For the most part, results of the
audit substantiated the existence of oebjectivity in assign-
ing direct costs to contracts. This situation would normally
be expected as direct costs are supperted by decumented
evidence.

An exception to the existence of objectivity in this
case was the disallewance of éxcess material coests by the
auditers. The manner in which certain materials were
charged and subsequently adjusted indicated the existence of
persenal bias on the part of boeth Electro and BODE.
Electro's assignment of certain materials costs te CPFF con-
tracts at $5.45 per unit while charging fixed-price con-
tracts for the same material at $.83 per unit was an obvious
attempt to assign excess costs to cost—-type contracts. On
the other hand, BODE's auditers arrived at an acceptable -
cost of $1 per unit, the amount at which material was queoted
in Electro's proposal, when information in the hands of the
auditors indicated Electro's actual coest was in excess of $1
per unit. Since the éontracts were of a cost-reimbursement
type, BODE was exercising a bias in disallewing all costs in

excess of $1 per unit.
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In the area of indirect costs Electro did not appear
to be objective in establishing everhead pools and alloca-
tien bases. Their primary concérn seemed te be a search
for a method whereby the maximum ameunt ef costs could be
charged against cest-type contracts. BODE's auditors teoek a
more objective approach in attempting te establish indirect
cost rates that would reflect the facts of the situation and
result in Electre's recovering a fair share of its indirect
costs on cost-type contracts, Yet, the imprecise nature in
which indirect cest poels and allecation bases were
selected made an overall objectivity evaluatien ef indi-
rect cost assignments difficult. That is,; reasoning for the
selections were judgmental and noet empricial.

During the course of the case study, objectivity was
found te exist in varying degrees on the part of both BODE
and Electro. Yet, neither party referred directly te the
term throughout the processes of costing, auditing, er
negotiating differences. Instead, objectivity was often
viewed in a negative sense. For example, statements were
made by beth parties accusing the other of being biased,
prejudiced, etc., instead of accusations that a party was
not oebjective.

One of the problems in evaluating oebjectivity was that
the concept tends to coennote '"total'" oebjectivity. As a
practical matter, when determining an amount te pay or be
paid, "tetal" oebjectivity is noet likely to exist. At the

same time, without '"substantial' ebjectivity, it would be
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difficﬁlt for contract parties te mutually agree on cost
determinations. "Substantial'" objectivity can be achieved
by demonstrating a desire to achieve fairness to the con-—
tract parties and developing and implementing costing meth-

ods as free of personal biases as 1s poessible.

Verifiability

Verifiability problems were encountered in varying
degrees throughout the audit of costs assigned to BODE con-
tracts., Direct costs, which are expected to be readily
verifiable by the examination of supporting source decuments,
lacked supportive evidence in several instances. Some di-
rect labor costs were either not documented or considerable
difficulties were encountered in lecating all the time
cards., This type of condition necessitates time consuming
auditing effort which might even result in disallowances of
legitimate contract costs. Material costs were readily
verifiable except for the one situation invelving a change
in the supply source for a component part frem an outside
vendor to an Electro plant at a distant lecatien. In this
situation, the contracter simply ceuld not submit sufficient
verifiable data supperting the material coests claimed.
Whenever direct costs cannot be readily verified by examining
supporting evidence, they are likely to be disallowed as a
contract charge.

The verification procedure for indirect costs was much

more subjective than that followed for direct costs.
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Verifiability of indirect costs invelved not enly deter=-
mining the validity of cests contained in the wvarious cost
pools, but alse invelved the reasoning supporting the selec-—
tien of the various pools and their related allocation bases.
Personal judgment was a primary facter in the selection of
indirect cost pools, their content, ana their allocation
bases. No reasons were given by Electro for the pool selec-
tioens used nor were the selections questioned by BODE
auditors, other than the adjustments shown in Exhibit V.
Verifiability of indirect coest charges was largely limited
to determining the content of the poeels in a broad sense and
the accuracy of the allocation bases.

Verifiability of cests under cost-type contracts was
found to have meaningful applications in several areas.,
First, it is a requisite for cost—type contracts as it pro-
vides the means by which costs can be accepted on the con-
tracts. Second, it provides an avenue for beth the
contractor and procuring agency to gain assurance that all
detailed activities of the contractor have been accounted
for in performing the contracts. Third, it provides a medi-
um for gaining coenfidence in the fairness of cost data and
their dispesition by supplying a technique for judging the

accuracy and objectivity with which the data were derived.
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Case Evaluation of. the Cost Measurement
and Alloecation Concepts of the

Framework

Business Continuity

For the mest part questions of business continuity did
net arise in the case study, and the concept was generally
adhered to throughout the accounting functien. For exam-
ple, fixed assets were depreciated and ether outlays
benefiting more than one accounting period were amortized
over their expected useful lives, Yet, there were two
exceptions .te a continuity assumption noeted during the
course of the case study.

The first invelved the current expensing of a capital
expenditure for tooling. The type of tooling invelved was
expected to benefit more than one type of contract over a
several year peried, and its cost should have been capital-
ized and depreciated over its expected useful life., The
second involved the cloesing of Plant 2 and the move to
Plant 1. The.costs directly incurred in the moeve, all down~-
time costs incurred during the move, and set-up coests at the
new location were charged to overhead and allocated to all
work during the fiscal year of the move. Questions could
have been raised relative te the long-term benefits of the
move and the capital nature of the moeving costs, These two

exceptions point out the significance of a strict adherence
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to the business continuity assumption and the ease with
which it can be violated.

The case study revealed that business continuity was a
valid concépt in costing defense contracts and received its
primary application in two areas. The first concerned cur—
rent expensing of long-lived assets, which required giving
consideration toe physical and economic lives, special condi-
tions shoertening or prolonging assets! lives, rapid tax
write—offs, etc. The second involved the effect of fluctua-
tions in business activity on periodic costs. In applying
a continuity assumption for current cost determinations,. a
firm's past and future intentions with respect to business
volume, products, product 1ine$, etc., must be Viewed with-
in a time frame greater than a single accounting peried.
Otherwise, indirect cost rates might fluctuate widely over
relatively short periods of time. This situation could
result in disparate contract charges for indirect costs when

individual contracts are performed in different time frames.

Accounting Period

In mest instances, Electro closely followed an account-
ing period concept. There was, however, one notable excep-
tion. Plant 2 was closed during Electro's fiscal period,
but a separate manufacturing overhead rate was not calcu-
lated for the period Plant 2 was in operation. If unde-
tected, Electro's procedure would have resulted in a

substantial difference in charges to BODE contracts for
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manufacturing overhead.

The approach.used by Electro illustrates why an -
accounting peried concept must take on a meaning that -
departs from a nermal fiscal peried if the circumstances
dictate that a departure is necessary. In Electre’s situa-—
tien, its management attempted te coembine the overhead pools
and direct labor bases of beth Plants 1 and 2 fér fiscal |
yvear 1971, BODE auditors disapproved of the procedure and
forced Electroe to change its practice before submitting a
1971 cest claim. Had such a procedure been permitted, the
manufacturing overhead cost rate for 1971 would have.been
110.629% for all work instead éf 114,324% for Plant 1 aﬁd
100.,375% for Plant 2, a difference of 10.254% for Plant 2
work. |

Using the above data, it becomes obvious.that work pefé
formed and completed in Plant 2 before its closing should
absorb a lower manufacturing everhead rate than woerk per-—
formed in Plant 1. The c¢ombined single rate for the fiscal
yvear was a functien of the work mix between Plants 1 and 2.
The apprepriate accounting peried for Plant 2 ran from the
beginning of the yeaf to the time Plant 2 was clesed., In
this particular instance, fwo accounting perioeds were
appropriate for the same contracter--a peried sherter than
the firm's fiscal year for Plant 2 and its regular fiscal
year for all other work.

The case study showed that an accounting peried concépt

comprises a significant element in an overall centract
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costing framewoerk. The accounting period selthed can
create wide fluctuatiens in indirect ceost ?ates over rela-
tively short perioeds of time, For example, if a very large
contract were performed in a shert time, a large increase in
the allecation base could cause a substantiél drop in the
indirect cest rate over the period of centract performance.
Accounting periods were found to exist for (1) the contrac-
tor's fiscal year; (2) the period of contract performance
during a fiscal year; and (ﬁ) the period of coentract perfor-
mance with no'regard for fiscal years. Normally, a coentrac-—
tor's fiscal year can be expected to yield accurate and fair
results, but cegnizance should be given te situations that
call for accounting periods over time frames other than a

normal fiscal year.

Singularity

During the 1971 fiscal year, the singularity concept
was vielated by Electro in its methed of treating travel
expenses, part-time labor, and special\direct charges
resulting froem a prior agreement with BODE. In each in-
stance, the results were to charge BODE contracts twice for
the same types of costs,

The nature of the violations was to include in indi-
rect cost pools theose types of costs already being charged
directly to BODE contracts. Failure to remeve the types of

costs charged directly te contracts from all indirect cost
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pools in which the contracts participated resulted in deuble
charges to BODE's contracts,

Reasons fer the existence of double charging were dif-
ficult tovdevterminee Whether they were by error or design
could not be readily determined from the accounting data
examined, When costs normally treated as indirect charges
are charged directly, it becomes necessary for contractors
to make adjustments for the changes. A noermal procedure is
to use work sheet adjustments for removing the types of
indirect costs charged directly from approepriate indirect
cost pools. This approach prevents contractors from having
to alter their overall system of cost accumulationsland
classifications. If contractors fail to make the necessary
adjustments for deviations from their normal system, a vio—
lation of the singularity coencept is likely to eccur., In
other words, contractors must make a special effort to pre-—;
vent double charging whenever cost treatments are altered
for only a part of their overall system,

Singularity in assigning costs te its contracts was a
primary concern of BODE auditers. The concept is oene which
must be closely adhered te throughout the costing precess if
fairness is to be achieved. Awareness of the double-
charging proeblem and the ease with which it can occur was a
significant factoer in detectihg_its presence. Likewise,
consideration of a singularity concept in developing coesting

guidelines would be a major factor in its prevention.
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Consistency

During the case development, exceptions te the consis-
tency concept were noted in the classification of direct and
indirect costs,; pooling of indirect costs, and charging of
costs to fixed-price and cost-~reimbursement.contracts. Loss
in accuracy of cost data was the usual result of inconsis-
tent costing practices. Furthermore, comparability and
verifiability of the data were made more difficult since
cost accumulatiens and allocations were not carried out for
all functions on the same basis.

No exceptions were noted to interperiod consistency,
but the examination ef coesting data for only one fiscal year,
as was done in this case; would net likely detect noencon~
formance to interperiod consistency even if it existed. The
exceptions noted invelved intraperied consistency, both
intraproject and interproject.

Intraproject consistency was violated by (1) inconsis-—
tent direct-indirect classifications of laboer charges within
the same lines of work; (2) classification of the same types
of expenses differently among indirect cost pools; and (3)
inconsistent classification eof laber fringe costs within a
single cost pool. Interproject consistency was violated by
not ,using the same methods for determining material costs
charged to different classes o'flwo:r‘k<i e.g,, CPFF and fixed-
price contracts.

The case study upheld consistency as an essential con-

cept throughout the contract costing process. Also, the
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concept was found te have serious implications feor auditing
contract costs. Whenever incensistent cesting methods were
used, analyses of cost data were made with increased diffi-'
culty. In addition, consistency violations made it hard for
auditors to gain confidence in the contracter's cost data
in terms of its fairness as valid contract charges. There-
fore, consistenc& in cost determinations, classificatiens,
summarizations,. and allecations must be considered an essen-

tial ingredient for an overall costing framework.,

Direct Costs

x

In additien to the types of costs ordinarily considered
direct in a manufacturing process, e.g., labor and materials,
Electro charged other costs directly to BODE's contracts.
Prior approval was secured frem BODE to treat overtime on
direct laboer as direct charges as well és certain travel and
capital equipment purchases used exclusively for work on
BODE's coentracts. No specific criteria for determining a
direct charge were apparent other than to charge as many
costs directly as possible.

No attempts were made by Electro to charge labor fringg
costs or material overhead directly. to contracts, Actually,
there was little need for such proéedures in this particular
case since Plant 2 was used entirely for BODE work prier to
the move to Plant 1. Subsequent to the move te Plant 1, a
change in direct-indirect cost classifications weuld have

been difficult te accomplish during the fiscal year due to
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commercial and other contract work already performed in
Plant 1 prior to clbsing Plant 2.

Although Electro attempted to charge as many costs di-
' rectly as possible, problems were created in doing so.
Whenevef a particular type costAis charged directly to a
contract, all like costs must be (1) charged directly to
‘other cost objectives or (2)‘work sheet adjustments pre-~
pared removing the like costs from indirect cost pools and
including them in appropriate gllocation bases. 1In this
case, a costing problem was created when BODE agreed to
accept certain equipment costs as a direct charge then
refused to allow depreciation on other equipment to be
included in the manufacturing overhead pool. By accepting
what were normally indirect expenses as direct charges,
adjusfments to the appropriate overhead pools were neces-
sary to prevent double charging, but Electro failed to make
the adjustments prior to submitting a cost claim for 1971.

Within practical limitations, benefits frbm direct
assignment of costs were numerous in terms of accuracy and
overall fairness achieved, However, the case study alse
revealed that deviations from an accounting system for only
some of the cost objectives, especially where a defense~—
commercial production mix existed, created serious problems
and inaccuracies in the overall accounting results. For
example, charging specific types of costs directly to de-
fense contracts without treating all like costs as direct

charges throughout the system can result in double charges
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to defense work. This type of ‘problem could have been pre-
vented by treating all costs coﬂéistently throughout the
system or preplanning exceptions so that appropriate work
sheet adjustments could have been made prier te calculating
indirect cost rates.

Within practical limitatiens, associating as many cests
as possible with specific oebjectives is a desirable attri-
‘bute in costing defense contracts. In Electro's situdatien,
adherence to the framework compoenents of direct cost, con-
sistency, and singularity, ceupled with the system require-
ments set forth in Appendix D, would have eliminated a
substaﬁtial number of the costing problems and errors en-

countered in their system.

Indirect Costs

The approach utilized by Electro for determining and
accumulating indirect costs followed a traditienal appreach
of assigning all costs net classified as direct inte various
indirect c;st pools. - Little effért was expended in deter-
mining the general behavier eof indirect costs and their
specific relationships aleng functional lines such as engi-
neering, research, and different manufacturing functions.
Indirect costs, even though significant in relation to tetal
costs, tended to be viewed as necessary costs that must
ultimately be assigned somewhere by the most expedient means

available.
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Homogeneity of Cost Groupings

Electro's indirect costs were accumulated in breadly
based pools with little or ne regard to the homegeneity of
the costs making up the pooels. For example, final indirect
cost pools were (1) manufacturing overhead; (2) engineering
overhead; (3) field engineering; (4) general and administra-
tive; and (5) independent research and development. The
only intermediate level cost pool utilized for accumulating
indirect costs to be subsequently allecated to final indi-
rect cost pools was for oeccupancy cests. Included in the
occupancy pool were charges for building depreciatien,
property taxes, insurance, repairs and maintenance to the
building, and security. Occuﬁancy charges were allocated to
final indirect cost pools on the basis of fleor space
occupied. |

The cost pools utilized were sufficiently broad to
enhance the likelihood that they contained many hetero-—
geneous costs. Subsequent to the cleosing of Plant 2,
greater homogeneity in the pools and increased accuracy of
indirect cost assignments could have been enhanced by sepa-
rating the cost pools for (1) commercial work only; (2)
defense work only; and (3) mix of commercial-defense work.

On the basis of the data available, no determination
could be made as to the degree of homogeneity that did or
did not exist. But it was evident from examining the lim=

ited number of pools utilized that greater accuracy could be
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achieved by breaking the pools down into smaller components
along functional lines. Howéver, the benefits gained‘in
terms of accuracy and fairness to final cost ebjectives
would have to be weighed against increased accounting costs.
The case study disclosed that homogeneity might be
satisfied at the operating level without a strict theoreti=~
cal interpretation of the concept. Some cost pools can con-
tain elements of costs not homogeneous in nature yet possess
a common relationship to a single alloecation base. An exam-—
ple would be in the area of oeccupancy cests. An occupancy
pool might contain maintenance labor (a form of indirect
labor), janitorial supplies (outside purchased materials),
building depreciation (amortization of a capital expendti-
ture), and subcontracted repairs (outside purchased
services)., The pool would contain individual cost elements
somewhat diverse in nature that could be properly grouped
and allocated on a square footage occupied basis. Homogene-
ity would be satisfied in this situation‘since each élement
in the pool would have a common relationship to the alloca-
tion base although net to. each other. Therefore, homogene-
ity in cost pools must be judged in relation to the
allocation base te be used and not as an isolated pool of

costs.

Proper Allocation Base

Indirect cost pool alleocation bases utilized by Electro

were (1) direct labor for manufacturing overhead; (2)
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engineering labor for engineering overhead; and (3) cost of
goods manufactured for G & A and T R & D. The bases were
chosen, not because they were necessarily the primary

causal determinants for the various indirect cost pools,

but because they were the most readily available. No
attempts were made to utilize regression analysis or other
quantitative techniques for demonstrating what the relation-
ships between the cost pools and allocation bases were,
Instead, it was assumed, through judgment or casual observa-
tion, that the bases chosen were sufficiently related to the
cost pools to produce fair and accurate results.

The allocation bases utilized for manufacturing and
engineering overhead were neither specifically supported by
Electro nor questioned by BODE auditors. The bases were
commonly used throughout the industry and Electro used them
even though the bases could produce inaccurate results in
specific situations. In Electro's case, numerous adjust-
ments to direct labor costs were necessary before total
labor bases could be determined. Required adjustments were
attributed to some departments including fringes and over—
time in their direct labor costs while other departments
excluded those items from direct labor.

Only with proper testing and experimentation would it
be possible to determine if an allocation base produced the
most accurate results in a given situation. For example,
when a particular operation or department has high machine

costs, e.g., computer time, and relatively low laboer costs,
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a machine hours allocation base would likely yield more
accurate results than a labor base, To undertake this type
of analysis, it is necessary to have all the relevant data
for arriving at alternative bases. The work papers and
files related to the Electro Case did not centain sufficient
data for determining alternative bases. Ffom available case
information, it appeared that primary attention was focused
on the contents of the pools and bases with little attentien
directed toward the relatienships between them. This coen-
dition signifies a need to place more emphasis on the selec-
tioen of allocation bases and their relatioenships te indirect
cost pools if benefits from restructuring cost pools and

allocation bases are to be known.
Summary

In general, the Electro Case provides a valid illustra-
tion of the types of problems encoeuntered in costing defense
contracts, and the difficulties of procuring agencies in
determining costs to be accepted on ceost-type contracts. A
primary facter contributing to many of the problems in this
case was the inadequacy of Electro’s cost accounting system,
especially where defense and commercial productioen was
mixed., Another significant facter centributing te problems
encountered in assigning costs te individual contracts was
the lack of sufficient guidance in the procurement
‘regulations——a condition that might have encouraged Electro

to assign cests benefiting its best interest. Likewise,
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BODE auditors often tended to follow a procedure of inter-
preting the regulations te the Government's advantage. The
final outcome produced many disagreements between the
parties with ne discernible basis for negotiating the
differences.

Cost accounting standards developed according to the
framework‘suggested in this study would rectify many of the
problems noted in the case study. Costing standards devel-
oped with objectives in mind, as propesed by the qualita-~
tive objectives in the framewerk, would provide directioen
and cohesion iﬂ costing guidelines currently lacking in
procurement regulations. Cost measurement and allecation
concepts proposed in the framework prbvide the reasoning
upon which individual detailed cost accounting standards can
be founded.

Improvement or selutions to most of the preblems noted
in Electro's case would be eliminated by adhering to the
proposed costing framework. Although many of the framework
compoenents can be directly related to individual problems
encountered by Electro in costing, er BODE in auditing the
costs, most of Electro's problems would have been rectified
by conforming te standards developed within the propesed
framework. Specifically, primary problems detected invelved
the folloWing areas: (1) objectivity; (2) verifiabilitys;
(3) singularity; (%) direct-—indirect distinctiens; (5)
allocation base; (6) consistency; and (7) cost system

deficiencies. Each of the forenamed problem areas, except
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for cost system deficiencies, received special attention in
the costing framework developed in Chapter III. Although
requirements for a cost system were not made a part of the

framework, the subject is included as a part of Appendix D.



CHAPTER V
SUMMARY AND CONCLUSION
Summary of the’Study
Purpose

This study was undertaken to develop coencepts useful
for assigning éosts to defense contracts then structuring
the concepts into a framework that can provide guidance dur-
ing the formulative stages of developing cost accounting
standards. Past approaches teo internal cesting preblems
invelving defense centracts have largely taken a pragmatic
viewpoint with little attention focused on the conceptual
aspects of the problems. The primary ebjective of this
study was to identify those concepts necessary for assign-
ing costs to defense contracts then oerganize them into a

logical framework.

Approach

A literature review and field study were undertaken to
ascertain concepts for inclusion in the framework. The lit-
erature was first examined to determine past and current
practices in costing defense contracts, types of problems

encountered, and expectations for the future. The
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literature was then searched for accounting principles, pro-
cedures; and concepts that could be formulated inte a gener-
alized framework for assigning costs to specific cost
objectives—~namely defense contracts. Elements vital to the
framework were extracted from the literature and later
supplanted, modified, or supplemented by a field study. The
final framework is the product of the literature review, the
field study, and the auther's own experiences in the defense
contract costing field.

From the contract cases reviewed in the field study,
one representative case was selected and written up as a
case study. The case writenﬁp provided a real-world depic-—
tion of contract costing problems encountered by beth a
proecuring agency and a defense contractor. In addition, the
case write—up supplied a means of demonstrating the sound-

ness of the costing framework.
Summary of the Framework Components
Fairness

An objective of any centractual arrangement between the
Government and a firm in private industry should be fairness
to both parties. Fairness is an especially important objec-—
tive in defense procurement because of the Goevernment's
desire to maintain a broad industrial base te supply its
needs and industry'®s desire to supply defense goods and

services,
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Procurement by way of cost-type centracts places spe=
cial emphasis on an attitude of fairness by beth contract
parties. The price for these types of contracts is ulti-
mately determined by those costs properly assignable to
them. To prevent excess contractor profits, the Government
wants assurance that it is accepting only its fair share of
contractor costs. At the same time, contractors must recov-
er all reasonable costs of contract performance and earn a
profit in order to remain in business. A uniferm guideline
for determining coests assignable to coest—-type contracts is
likely to receive acceptance from boeth the Government and
contractors only if an attitude of fairness from each party
prevails.

It is difficult to define fairness in coentract cesting
with a great deal of preciseness. Its accomplishment is
largely dependent upon successfully achieving the partial
surrogates of accuracy, comparability, oebjectivity, and
verifiability in contract costing matters. Accomplishing
these objectives via cost acceunting standards will make
significant contributions toward assuring fairness in

assigning costs to contracts.

Accuracz

Accuracy in the accounting processes is a requisite to
accomplishing fairness in assigning costs to individual con-
tracts and is of two dimensioens. First, an accounting sys-—

tem must be designed to produce accurate results within the
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purpoeses for which the system isg designed. That is, the
accounting processes must be formulated in a manner that
will encourage eventual assignment of costs to their right-
ful places. Second, the system must be operated in a manﬁer
that yields accurate and reliable data free frém mistakes

and errors,

Comparability

Comparability of cost data is an essential requirement
for achieving an overall goal of fairness., In placing
negotiated contracts, comparability eof data amoeng suppliers
is necessary in making placement decisions; however, compar-
ability receives its greatest application in matters
related to internal costing practices used by each
contractor,

It is necessary that costs assigned to contracts be
determined by methods comparable to data derived for con-
tract negotiations. Otherwise, there is noe basis to cempare
costs assigned with methods utilized for negotiation pur-
poses. Comparability of this .type can best be achieved by
requiring a disclesure statement frem each contracter which
sets forth his proposed costing methoeds then demanding use
of the same methods in subsequent costing practices.

Objectivity

N

Cost systems employed for costing defense contracts

must be designed and operated in an unbiased manner if
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fairness in centract costing is te be achieved. Personal
biases on the part of either contract party will likely lead
to unfair treatment to one of the parties.

Where costs are matters of empirical fact and the rela-
tionship between a cost and a cost ebjective is known,
€e.g., direct labor, personal biases are easily detected.
But when indirect cost allocations are made or nonhistorical
costs are>used, personal judgments are necessary and empiri-—
cal facts might be inadequate or missing altogether. In
such instances, objectivity is a product of decisions made
in light of existing econemic circumstances and may need to

be substantiated by an independent group of observers.,

Verifiability

Verifiability relates to the process of examining evi-
dence supporting a given coeurse of action. It provides an
essential ingredient te a fairness determinatien in specific
situations. Evidence provides a means of suppoert for taking
an action whether it is making a direct charge for material
or formulating judgments for pools to be used in indirect
cost accumulation and allocation. Verifying contract
charges through examination of supperting evidence provides
one means of judging ihe fairness of the charges and also

fulfills the statutory requirements for accepting costs

assigned to individual contracts.
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Business Continuity

Business continuity is a nermal assumption for mest
accounting entities and is also valid fer cesting defense
contracts. It serves as the basis for allecating costs
among accounting periods as well as their alleocation to
various objectives within a single period.

There are, however, exceptions te a continuity assump-
tioen as it is normally applicable to a firm as a whole. The
amount of work to be performed under defense contracts is
often uncertain and terminatioens can occur within a shert
period of time, TUnder conditions of contra¢t terminatien a
view of business cessation is appropriate for determining
total costs of the terminated contracts. The preferred
approach is to follow the concepts of venture acceunting
where all costs incurred for the benefit of the venture,
i.e., a terminated contract, are charged to it withoeut con-

forming to a continuity assumptioen.

Accounting Period

An accounting period concept comprises a significanf
element in the overall contract costing proecess. For mest
firms, a calendar or fiscal year is the normal accoeunting
period for determining cests and revenues from eperations.
It is also the normal period for making internal cost allo-
catiens to specific accounting objectives, such as defense

contracts.
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The uniqueness and uncertainties permeating many con-
tract costing situations eften call for appreaches to an
accounting period differing from a coentractoer's normal
fiscal period. Individual circumstances might dictate an
accounting period longer than a normal accounting year or
comprise only part of the year. It is impertant to select
a period that accurately reflects existing circumstahces and
conditions in order that allocation bases and other cost
determination and allocation metheds can be properly

applied.

Singularity

It is unfair to charge a single cost objective twice
for the same type of cost, and the procedure should noet be
an accepted costing practice. The concept of singularity in
contract coesting dictates that a type of cost charged di-
rectly to a contract must be removed from an indirect cost
pool in which the direct-charged contract will participate.
Such a procedure will prevent double charges to contracts
that often occur when contractors?' systems are altered to

meet special contractual requirements.

Consistency

The need for consistency throughout contract bidding,
negotiation, and costing is prevalent throughout cest-~type

contract procurement. Consistency provides the means for
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evaluating the adequacy of most coest estimating and actual
costing procedures.

Interperiod consistency is necessary for providing com-—
parability of cests on a period-to-period basis. Interpro-
ject consistency 1is essential for determining if costs are
assigned to all internal projects on the same basis and, if
not, whether the methods used produce accurate and fair

results.

Direct Costs

Capability of charging as many posts as poessible di-
rectly to cost objectives increases the efficiency and accu-
racy of most cest systems. A primary requisite to
determining direct costs is a detailed explanation ef each
coét objective within the tetal costing system. It is then
possible to charge certain costs directly according to the
traceability characteristics of the costs and their identi-
fication with individual cost oebjectives.

In addition te costs normally charged directly because
of their traceability characteristics, e.g., labor and
material, costs related to labor and material should also be
charged direcflya These would include laber fringe and
material related costs. }Such a procedure increases the
overall accuracy in cost assignments and lessens the amount

of costs in the indirect pools.
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Indirect Costs

Indirect costs are normally a substantial part of con-=
tractors! toetal costs, and many costing proeblems are created
in the accumulation and allocation of these costs. After
all costs with traceability characteristics sufficient to do
so are charged directly, the residual costs are of an indi-
rect nature and produce a jointness of benefits to twe or
more éost objectives. Assighing indirect costs to the vari-—
ous cost objectives requires pooling and allecating the
costs according to the concepts of homogeneity and preper

allocation base.

Homogeneity of Cost Greupings

Pooling and allocating indirect costs are essentially
averaging processes., Aggregating the costs inte pools ner-—
mally requires a process whereby costs included in each pool
are highly correlated With.the base over which they are teo
be allocated.

A normal expectation is that costs homogeneous in
nature can be properly allocated using a single allocation
base. However, costs not homogeneous in nature might be
related to a common determinant to an extent that alseo per— ,
mits, their allocation over a single base. Relationships of
costs to their determinants and the pools .te be used can be
determined by observation, judgﬁentﬁ or statistical analysis,

depending upon the complexity of each situation.
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Proper Allocation Base

The processes of pooling indirect costs and selecting a
base for their allecation are clesely related functions.

The allocatioen base is the medium whereby indirect costs are
assigned to individual cost objectives. The major goal in
selecting a base is to assign indirect costs on the basis of
their most causative factor.

Criteria for selecting allocation bases have not been
well established. Many companies separate fixed and vari-
able costs to assist in selecting better allocatioen bases
while other companies doe not find such a separation useful,
The result is that readily available bases are often chosen
without complete knowledge of their relationship to the
pools they are to alleocate.

Allocation bases must beé selected within each firm
according to its organization structure and coest behavier
patterns. The number of poels; allecatien bases, causative
relatioenships, ét099 can only be determined by research and
experimentation with those factors affecting each firm's

production mixes and coest structure.
Conclusioen

The concepts developed in this study are intended to
fulfill the requirements needed for develeping coest account-
ing standards. To be useful, the concepts must be utilized

in the formulative stages of cost accounting standards.
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Collectively, the concepts comprise a framework that can be
useful in providing guidance for developing standards with a
goal of acéomplishing intended oebjectives.

The historical development of guidelines for costing
defense contracts has lacked conceptual considerations for
either the purposes of the guidelines or their content.

Much of the writing in the contract cesting area has been
directed at individual problems viewed in isolation.
Research in the contract costing field has been practially
nonexistent, especially from the standpoint eof the account-
ing concepts involved.

The framework should proeve useful for developing cost
accounting standards in two primary areas. First, it pro-
vides broad qualitative objectives to which the standards
can be directed. Second, the framework proVides the coesting
concepts that should be considered in fermulating the stan-
dards. Utilization of a framework setting forth the objec-
tives of‘contract costing and concepts for their
accomplishment should lead to the development of a set of
cohesive contract costing standardso

The great diversity in defense products and services
procured by the Government coupled with the Véried charac-
teristics of supplier firms creates numerous difficulties in
developing a single set of costing guidelines. Yet, such
guidelines are being developed by CASB and will be applica-
ble to a broad range of industries and types of business

units. The value of the conceptual framework developed in
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this study rests with its implementation throeugh cest
accounting standards developed by CASB in accordance with
the framework's provisions. In this way, desired objec—
tives in costing defense contracts will be accomplished as

‘the standards are implemented.
Suggestions for Further Research

During the course of this study, several areas in which
further research is needed were noted. Primary ameng them
are:

(1) Study of the results of incorporating price-
level changes into cost determinations for
cost-type defense contracts. Included would
be methods of determining capital utilized
for contract performance and appropriate
rates to be applied to the derived capital
base.

(2) Determining the effect, if any, on the cost
behavioer patterns of firms performing cost-~
reimbursement contracts as opposed to com-
parable firms not doing cost-type work.

(3) Further study into more clearly defined
notions of profits on defense contracts and
the effect of unallowable costs on centractor
profits,

(4) Examination of the various indirect cost poels

and allocation bases currently utilized, Such



(5)

(6)

(7)

(8)

(9)

(10)

a study would include the effects of frag-
menting the pools and bases as opposed to
breadly based pools, or possibly one combined
indirect cost rate including G & A céstsw
Related to item (4), the possibility of
costing defense contracts by assigning direct
costs plus a fixed percent developed along
industr& lines should be explered.

The roie of research and development as well
as bid and proposal costs and metheds for
their recovery in defense contracts should be
studied.

Further testing of the generalized framework
should take place via in-depth case studies
of individual contracters to determine if the
framework is lacking in any essential element.
Additional study and develepment of individual
framework components as they are applicable to
the field of cost acceunting.

Further study of centractors!' cost systems,
their differences, and similarities in order
to determine the possibility of any degree of
standardization.

A study of current precurement regulations
dealing with costing matters. Such a study
would place primary emphasis on developing

more explicit centracter guidelines and

1706



(11)

(12)
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consolidating all agency requirements into
one regulation.

A study of defense contractors to determine
if internal behavioral problems are encoun-
tered in developing and implementing proce-—
dures for costing defense contracts that are
not in agreement with contractors' regular
costing practices for commercial work.

The frémework components should be tested
against cost accounting standards already
put intb force by CASB as well as standards

in the proposal (draft) stage.
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The purpose of this appendix is to previde a documenta-
tion of both published and field cases reviewed in detail
during the course of this study. A categoerical classifica-
tion of topic areas taken from the cases testifies to the
repetitive nature of cost accounting "treuble areas" in
defense contract costing. Accordingly, this writer ceon—
cluded that the write—-up and analysis of ene case study in
Chapter IV is sufficient to adequately demonstrate the find-
ings of the case reviews.

Published cases reviewed were taken from Board of Con~-

tract Appeals (BCA), Volumes 1965-1 therugh 1972-1, pub-

lished by Commerce Clearing House, These volumes consist
primarily of the Armed Services Board of Contract Appeals
(ASBCA) cases but alse include the following:

Interior Department Board eof Contract Appeals (IDBCA)

National Aeronautics and Space Administration Beard
of Contract Appeals (NASABCA)

General Services Administration Board of Contract
Appeals (GSABCA)

Atomic Energy Commission Board ef Contract Appeals
(AECBCA)

Corps of Engineers Board of Contract Appeals (COEBCA)

Post Office Department Board of Contract Appeals
(PODBCA)

Department of Transpertatien Centract Appeals Board
(DOTCAB)

Department of Agriculture Board of Contract Appeals
(DOABCA)

Veterans Administration Contract Appeals Board (VACAB)

Primary emphasis was directed toward ASBCA cases; but other
Boards' decisions were reviewed whenever the cases were
pertinent to_internal contréct costing preblems.

Since BCA cases covered numerous toplics, an attempt was

made to limit the case reviews to areas concerned with
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costing preblems. . Te do so, the topical index of each
volume was scrutinized in order to select cases pertinent teo
this study. A categorization of the published cases
examined is provided later in this appendix.

Data for the field cases wereltaken directly from
company files of the field study firm. Annual reports of
all the firm's supplier audits for the 1968-1972 period were
reviewed in order to select cases for a detailed examina-
tion. For each of the cases selected from the initial
review of audit reports, a foellow-up conference was held
with the auditer in charge of the engagement and the
Auditing Department manager. The purposes of the confer-
ences were to determine (1) if the cases selected by this
writer were representative of the types of costing issues
and problems indicated in the audit repert and (2) if there
were other cases which had not been selected that should be
revigwed as representative.examples of contract costing
problem areas. Over the term of the field study, conferences
were held with all auditors in a managerial position
(Department Manager, Division Managers, and Senior Auditors)
as well as most audit staff personnel.

The cases reviewed,; both published and live, are cate—
gorized according to topic areas which comprise the majority
of contract costing problems. While moest of these topics
relate specifically to coests and their allecation, seme
involve issues of a qualitative nature that can affect cost-

ing practices in individual circumstances. Each category is
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assigned an index letter to provide a cross—-reference from
each case to the categorical listing. Case category classi-
fications used are:

(A) Equitable considerations in cost assignments,
e.g., fairness, reaseonableness, benefits, etc,

(B) Accounting Period
(C) Double Charging (Singularity)
(D) Consistency
(E) Direct-Indirect Cost Distinctiens
(F) Indirect Cost Pools
(F=1) Manufacturing
(F=2) Engineering
(F-3) General & Administrative
(F-4) Bid & Proposal
(F=5) Independent Research & Development
(F-6) Other
(G) Allocation Bases
(H) Unallowable Costs

(I) Capital-Expense Distinction

(J) Depreciation Amounts and Methods of Computing
including Lease v. Ownership Costs

(K) Prior Agreements and Contractual Interpreta-
tions affecting Costing Methods

Published Cases

Published cases reviewed are listed below in alphabeti-
cal order. The sequence of each listing is (1) the cate-
gorical classification(s); (2) the name of the case; (3) the
BCA volume in which the case appears; (4) the docket number;
and (5) the date of the decision. The cases are:

(J) Aerojet General Corp.:; 70=1: ASBCA No,
139305 9-29-=70.
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(B) American Scientific Corp.; 67-2; IDBCA
No. 576-666; 10-31-67.

(B) Associated Aero Service Laboratories,
Inc.; 67-2; ASBCA Ne. 12139: 10-4-67.

(H) AVCO Corp.; 66-1; ASBCA No., 10858; 1-22-66.

(A,F,G) The Boeing Co.; 69-2; ASBCA No. 118663
9-5-69.,

(D,aG) The Boeing Co.; 70-=13; ASBCA No. 11866;
5-26-70.

(D,E,F-2) Coleman Engineering Co.; 65-1; ASBCA No.
9478; 2-26-65.

(F=3,G) Curtiss=Wright Corp., Wright Aeronautical
Divisien; 65~2; ASBCA No. 9032; 7-9-65,

(A) Fairchild Hiller Corp., Republic Aviation
Division; 68-1; ASBCA No, 12538; 4-25-68,

(D,E,K) General Precision Inc.,; Librascope Divi-
sion; 67-2; ASBCA No. 11968; 11-16-67.

(C,D,E) Hurd-Darbee, Inc.; 68-2; ASBCA No. 12928;
11-26-68.

(B,D) Johnston Laborateries; 70-2; AECBCA No.
79-5-705; 10-15-70.

(A,Q) Litton Systems, Inc,; 66-1; ASBCA No.
10395; 5-18-66.

(C,D,E) Maney Aircraft Parts, Inc.; 67-2; ASBCA
No., 12123; 8-1-67.

(J) Manlabs, Inc.; 69-1; ASBCA No. 12389;
1-23-69.

(E,F=3,G,H) Martin Marietta Corp.; 71-1; ASBCA No.,
14159; 3-16-71.

(A,F=2,G) McDonnell Douglas Corp.; 69-2; ASBCA No.
12639; 12-19-69,

(A) Merritt-Chapman & Scott Corp.; 68=1;
VACAB No. 610; 4-29-68,

(1,J3) Mite Corp; 66-2; ASBCA Nos. 10021, 100232,
1002335 12=-21=66,
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(B) Nash~Hammond, Inc.; 71~2; ASBCA No. 15563;
11-15-71,
(D) Peninsular Chemresearch, Inc.; 71-2; ASBCA

No. 14384; 8-30-71,

(K) Royson Engineering Co.; 70-2; ASBCA No.
139263 11-30-70.

(C,E) Sherkade Construction Cerp.; 68-2;
DOTCAB No., 68-29; 10-30-68.

(D,F,G) E. B. Steele Co., Inc.; 66-1; ASBCA No.
10785; 6-28-66,

(GQ) Univac Division, Sperry Rand Corporationj
70-23; ASBCA No: 13588; 10-29-70.

(H) Arthur Venneri Co.; 70-2; DOTCAB No.
67-30; 9-15-70.

(C,E,F) Webster-Martin, Inc.; 70-1; IDBCA No.
778-5-69; 2-11-70,

(J) Lowell O. West Lumber Sales; 67-1;
ASBCA No. 10879; 1-18-67.

(D,G,H) Wolf Research & Development Corp.;
68-2; ASBCA No. 10913; 8-30-68.

(@) Zero Manufacturing Co.; 70-2; ASBCA No,
14558; 9-25-70.

Field Study Cases

From the audit cases reviewed during the field study,
in censultation with BODE's Auditing Department management
and staff, this writer selected the cases listed belew and
subjected them to a detailed review. Based upon the
observed areas in which cesting problems appeared in the
cases they were classified according to the same categories
as the published caées@ The sequence of each case listing

is (1) the categorical classification(s)s; (2) the name of



the contractor; and (3) the fiscal period(s) examined.

field study cases examined are:

(H,J)
(G,F-1, F-3)

(C,F-1, F-6,
G,K) -

(D,F-1,F-3,
F=5.G)

(F=1,F=4)

(F=1,F=3,
F,H)

(F-1,F-3,G)
(F“19F“3)
(C,F-4 F-5,
H)
(F“‘59G~)

(F-3,F=4,G)

(F-4 ,F=5,G)

(A,C,D,E
F-1,F-2,G)

-

(C,F-2,F-3,G)

(F=4)
(F-1,F-3,H)
(F-1,F=6,G)

(F=1,G)

Arnold Engineering Co.; 1969, 1970
Bunker Ramo Corp.; 1969, 1970.

Bendix Corporation, Electronics Com-
ponents Divisien; 1970, 1971, 1972,

Catalyst Research Corp.; 1969.

Cornell Aeronautical Labs, Inc.; 1971.

Deutsch Co., Filtors Division; 1969,

1970, 1971,

EG&G, Inc.,; 1969.

Fagle-Picher Industries, Inc.; 1969,

' Fansteel Metallurgical Corp.; 1968,

1969,

Gulton Industries, Inc.; 1970, 1971,
1972, :

Hamilton Watch Co.3; 1970.

Honeywell, Inc., Ordnance Divisioen;

1970, 1971,

Kaiser Aerospace & Electronics; 1968,

1969.

Melabs, Inc.; 1970.

Raymoend Engineering Lab., Inc.; 1970,

1971, 1972.

Raytheon Co.3; 1970.
Systrom-Doenner Corp.; 1970,
Texas Instruments:; 1969,
Western Gear Corp.; 1970.

Xerox Corp., Electreo Optical Systems
Divisioen; 1968, 1969,
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From the above listing,one case was selected and devel-
oped inte a case study in Chapter IV. The case selected,
given the fictitious name of Electro in Chapter IV in erder
to maintain anenymity, was picked on the basis of its com-
pleteness and representation of the other cases reviewed.
Also;, in the opinion of BODE's auditoers, the Electro case
provides a fair depiction of the overall character of the
modus operandi in costing defense contracts. Although
numerous cases could be utilized to depict individual areas
of contract costing, the primary preblems and issues are
brought forth in the Electro case. 1In the opinioen of this
writer, gains to be made in additional case write-ups are

more than offset by the duplications that would arise.
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Public Law 91-379
91st Congress, S. 3302
August 15, 1970

An Art

To amend the Defense Production Act of 1950, and for other purposes.

Be it enacted by the Senate and House of Representatives of the
United States of America in Congress assembled,

TITLE I— DEFENSE PRODUCTION ACT AMENDMENTS

§ 101. Extension of Act

The first sentence of section 717(a) of the Defense Production
Act of 1950 (50 U.S.C. App. 2166(a)) is amended—
(1) by striking out “August 15, 1970” and inserting in
lieu thereof “June 30, 1972”; and
(2) by striking out “section 714” and inserting in lieu
thereof “sections 714 and 719”.

§ 102. Definitions

Section 702 of the Defense Production Act of 1950 (50 U.S.C.
App. 2152) is amended—
(1) by inserting “space,” after “stockpiling,” in subsec-
tion (d); and
(2) by adding at the end thereof a new subsection as
follows:

“(f) The term ‘defense contractor’ means any person who
enters into a contract with the United States for the production
of material or the performance of services for the national
defense.”

§ 103. Uniform cost-accounting standards

Title VII of the Defense Production Act of 1950 is amended by
adding at the end thercof a new section as follows:

“COST~ACCOUNTING STANDARDS BOARD

“Sec. 719. (a) There is established, as an agent of the Congress,
a Cost-Accounting Standards Board which shall be independent
of the executive departments and shall consist of the Comptroller
General of the United States who shall serve as Chairman of the
Board and four members to be appointed by the Comptroller
General. Of the members appointed to the Board, two, of whom
one shall be particularly knowledgeable about the cost accounting
problems of small business, shall be from the accounting pro-
fession, one shall be representative of industry, and one shall be
from a department or agency of the Federal Government who
shall be appointed with the consent of the head of the depart-
ment or agency concerned. The term of office of each of the
appointed members of the Board shall be four years, except
that any member appointed to fill a vacancy in the Board shall
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tion Act of
1950, amend-
ment.

Ante, p. 694,
Infra.

64 Stat. 815;
67 Stat. 130.
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82 Stat. 279.
50 USC app.
2151-2167.

84 Stat. 796
84 Stat. 797



80 Stat. 461;
83 Stat. 864.

5USC 5315 and

note.

5 USC 5101,
5361, 7501,

35 F. R. 6247.

5 USC 5101,
5361, 7501;

35 F. R. 6247.

80 Stat. 463;
83 Stat. 864,
5 USC 5316
and note.

80 Stat. 499;
83 Stat, 190.

Standards,_

promulgation.

84 Stat. 797
84 Stat, 798

serve for the remainder of the term for which his predecessor
was appointed. Each member of the Board appointed from private
life shall receive compensation at the rate of one two-hundred-
sixtieth of the rate prescribed for level IV of the Federal Execu-
tive Salary Schedule for each day (including traveltime) in which
he is engaged in the actual performance of duties vested in the
Board.

“(b) The Board shall have the power to appoint, fix the com-
pensation of, and remove an executive secretary and two addi-
tional staff members without regard to chapter 51, subchapters
IIT and VI of chapter 53, and chapter 75 of title 5, United States
Code, and those provisions of such title relating to appointment
in the competitive service. The executive secretary and the two
additional staff members may be paid compensation at rates not
to exceed the rates prescribed for levels IV and V of the Federal
Executive Salary Schedule, respectively.

“(c) The Board is authorized to appoint and fix the compen-
sation of such other personnel as the Board deems necessary to
carry out its functions.

“(d) The Board may utilize personnel from the Federal Gov-
ernment (with the consent of the head of the agency concerned)
or appoint personnel from private life without regard to chapter
51, subchapters III and VI of chapter 53, and chapter 75 of
title 5, United States Code, and those provisions of such- title
relating to appointment in the competitive service, to serve on
advisory committees and task forces to assist the Board in carry-
ing out its functions and responsibilities under this section.

“(e) Except as otherwise provided in subsection (a), mem-
bers of the Board and officers or employees of other agencies of
the Federal Government utilized under this section shall receive
no compensation for their services as such but shall continue to
receive the compensation of their regular positions. Appointees
under subsection (d) from private life shall receive compensation
at rates fixed by the Board, not to exceed one two-hundred-
sixtieth of the rate prescribed for level V in the Federal Executive
Salary Schedule for each day (including traveltime) in which
they are engaged in the actual performance of their duties as pre-
scribed by the Board. While serving away from their homes or
regular place of business, Board members and other appointees
serving on an intermittent basis under this section shall be
allowed travel expenses in accordance with section 5703 of title
5, United States Code.

“(f) All departments and agencies of the Government are
authorized to cooperate with the Board and to furnish informa-
tion, appropriate personnel with or without reimbursement, and
such financial and other assistance as may be agreed to between
the Board and the department or agency concerned.

“(g) The Board shall from time to time promulgate .cost-
accounting standards designed to achieve uniformity and con-
sistency in the cost-accounting principles followed by defense
contractors and subcontractors under Federal contracts. Such
promulgated standards shall be used by all relevant Federal
agencies and by defense contractors and subcontractors in esti-
mating, accumulating, and reporting costs in connection with the
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pricing, administration and settlement of all negotiated prime con-
tract and subcontract national defense procurements with the
United States in excess of $100,000, other than contracts or
subcontracts where the price negotiated is based on (1) estab-
lished catalog or market prices of commercial items sold in sub-
stantial quantities to the general public, or (2) prices set by law
or regulation. In promulgating such standards the Board shall
take into account the probable costs ' of 1mp1ementat10n com-
pared to the probable benefits.

“(h) (1) The Board is authorized to make, promulgate, amend,
and rescind rules and regulations for the implementation of cost-
accounting standards promulgated under subsection (g). Such
regulations shall require defense contractors and subcontractors
as a condition of contracting to disclose in writing their cost-
accounting principles, including methods of distinguishing direct
costs from indirect costs and the basis used for allocating indirect
costs, and to agree to a contract price adjustment, with interest,
for any increased costs paid to the defense contractor by the
United States because of the defense contractor’s failure to comply
with duly promulgated cost-accounting standards or to follow
consistently his disclosed cost-accounting practices in pricing con-
tract proposals and in accumulating and reporting contract per-
formance cost data. Such interest shall not exceed 7 per centum
per annum measured from the time such payments were made to
the contractor or subcontractor to the time such price adjustment
is effected. If the parties fail to agree as to whether the defense
contractor or subcontractor has complied with cost-accounting
standards, the rules and regulations relating thereto, and cost
adjustments demanded by the United States, such disagreement
will constitute a dispute under the contract dispute clause.

“(2) The Board is authorized, as soon as practicable after the
date of enactment of this section, to prescribe rules and regulations
exempting from the requirements of this section such classes or
categories of defense contractors or subcontractors under con-
tracts negotiated in connection with national defense procure-
ments as it determines, on the basis of the size of the contracts
involved or otherwise, are appropriate and consistent with the
purposes sought to be achieved by this section.

“(3) Cost-accounting standards promulgated under subsec-

tion (g) and rules and regulations prescribed under this sub-
section shall take effect not earlier than the expiration of the
first period of sixty calendar days of continuous session of the
Congress following the date on which a copy of the proposed
standards, rules, or regulations is transmitted to the Congress;
if, between the date of transmittal and the expiration of such sixty-
day period, there is not passed by the two Houses a concurrent
resolution stating in substance that the Congress does not favor
the proposed standards, rules, or regulations. For the purposes
of this subparagraph, in the computation of the sixty-day period
there shall be excluded the days on which either House is not in
session because of adjournment of more than three days to a day
certain or an adjournment of the Congress sine die. The pro-
visions of this paragraph do not apply to modifications of cost
accounting standards, rules, or regulations which have become
effective in conformlty with those provisions.

Cost-accounting
methods,
advance dis-
closure by
defense
contractors.

Interest
ceiling.

Exemption.
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392.
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availability.

Report to
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Appropriation.

“(1) (A) Prior to the promulgation under this section of rules,
regulations, cost-accounting standards, and modifications thereof,
notice of the action proposed to be taken, including a description
of the terms and substance thereof, shall be published in the
Federal Register. All parties affected thereby shall be afforded a
period of not less than thirty days after such publication in
which to submit their views and comments with respect to the
action proposed to be taken. After full consideration of the views
and comments so submitted the Board may promulgate rules,
regulations, cost-accounting standards, and ‘modifications thereof
which shall have the full force and effect of law and shall become
effective not later than the start of the second fiscal quarter
beginning after the expiration of not less than thirty days after
publication in the Federal Register.

“(B) The functions exercised under this section are excluded
from the operation of sections 551, 553-559, and 701-706 of
title 5, United States Code.

“(C) The provisions of paragraph (A) of this subsection
shall not be applicable to rules and regulations prescribed by the
Board pursuant to subsection (h)(2).

“(j) For the purpose of determining whether a defense con-
tractor or subcontractor has complied with duly promulgated
cost-accounting standards and has followed consistently his dis-
closed cost-accounting practices, any authorized representative
of the head of the agency concerned, of the Board, or of the
Comptroller General of the United States shall have the right to
examine and make copies of any documents, papers, or records
of such contractor or subcontractor relating to compliance with
such cost-accounting standards and principles.

“(k) The Board shall report to the Congress, not later than
twenty-four months after the date of enactment of this section,
concerning its progress in promulgating cost-accounting standards
under subsection (g) and rules and regulations under subsection
(h). Thereafter, the Board shall make an annual report to the
Congress with respect to its activities and operations, together
with such recommendations as it deems appropriate.

“(1) There are authorized to be appropriated such sums as
may be necessary to carry out the provisions of this section.”
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Cost is a generic term and often has meaning only when
related to qualifying adjectives such as hiétoricala imputed,
decision, standard, etc. Little preciseness can be attached
to the term except when reference is made to a specific cir-
cumstance. The term is often used, however, as though some
uniferm agreement exists as to its meaning. A brief review
of the literature clearly illustrates an obvieus lack of
total agreement on a definition.

Some of the more notable cost definitiens include the
following:

Broadly defined, cost is the amount of bargained-

price of goods or services reviewed or of securi-

ties issued in transactions between indpendent

parties,

Cost is a foregoing, a sacrifice made to secure
benefits, and is measured by an exchange price@2

Cost is the amount, measured in money, or cash
expended or other property transferred, capital
stock issued, services performed, or a liability
incurred, in consideration of goods or services
received or to be received.J

For business purposes, cost is a general term for
a measured amount of value purposefully released
or to be released in the acquisition or creatien
of economic resources, either tangible or intangi-
ble. Normally it is measured in terms of a mone-,
tary sacrifice involved, There is, however,

1Wg A. Paton and A. C. Littleton, An Intreduction to

Corporate Accounting Standards (Evanston, 111., 1970),
p. 24, ‘

2Robert T. Sprouse and Maurice Moonitz, "A Tentative Set
of Broad Accounting Principles for Business Enterprises,"
Accounting Research Study No. 3 (New York, 1962), p. 8.

3Paul Grady, '"Inventoery of Generally Accepted Account-
ing Principles," Accounting Research Study Ne. Z.(New York,
1965), p. 228, »
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nothing to prevent its measurement in ether
terms nor to prevent the adjustment of monetary
sacrifices to common units of purchasing power.

Basically, cost is measured by the current value
of the economic resources given up or te be given
up in obtaining the goods and services to be used
in operations; this is the value in exchange.>

Cost can be defined in several ways——for example,
as the amount of meney that would be required to
acquire assets currently (replacement cost) or as
the return from alternative uses of assets, such
as selling them (opportunity cost). However,
"cost" at which assets are carried and expenses
are measured in financial accounting today usually
means histerical or acquisition cost because of
the conventions of initially recording assets at
acquisition cost and of ignoring increases in
assets until they are exchanged (the realization
convention). The term cost is also commenly used
in financial accounting to refer te the amount at
which assets are initially recorged9 regardless
of how the amount is determined.

For the most part, the above definitions are consistent
with an interpretation of "cost" as '"historical coest." The
lack of a specific definitien of cost is not due so much to
disagreements among members of the accounting profession as
it is to economic realities. A specific concept of cest is
necessarily dependent upon all the surrounding circumstances

within which cost is to be measured, and the specific

Committee on Cost Concepts and Standards, '"Tentative
Statement of Cost Concepts Underlying Reports fer Management
Purposes," The Accounting Review, XXXI (April, 1956), p. 182,

5Elden S, Hendriksen, Accounting Theory, Rev. ed.
(Homewood, 1970), p. 181,

American Institute of Certified Public Accountants,
"Basic Concepts and Accounting Principles Underlying Finan-—
cial Statements of Business Enterprises," Statement of the
Accounting Principles Board No. 4 (New York, 1970), p. 6k4.
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purpose for which the measurement is required.

Without a specific definition of cest or criteria for
determining its meaning in different situatioens, problems
encountered in accounting for cost-reimbursement defense
contracts lead directly to the question "What is Cost"?

When one party is toe reimburse another party on the basis

of cost, it is imperative that some definitional agreement
exist between them. Otherwide, it is difficult te see how

a meeting of the minds can take place in negotiationg a con-
tract or how disputes on costing matters can be settled
without often resorting to 1itiga£ion.

Due to different cost constructions for different pur-
poses, a single concept of cost does not and probably cannot
exist. Such a condition necessitates different cost con-
structions for different purposes. Costing defense con-
tracts 1s one area where a specific concept of cost is
needed, Current ASPR regulations infer the use of histori=-
cally‘incurred costs for contract costing, but as noted in
Chapter II, limited uses of imputed costs in special situa-
tions are also permitted. One can only cenclude that no
single concept of cost can be extracted from current ASPR
costing guidelines.

The contention in this study is that a workable concept
of cost for defense contracting purposes can be set forth.
Basically, the concept consists of historical costs modified

by (A) Imputed Costs and (B) Adjustments for Price-Level
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changes. Each of these modifications te histerical costs

is discussed below.

(A) Imputed Costs., Histoerically, accountants have

omitted imputed costs from the accounts and closely adhered
to practices of recording only coests actually incurred. The
contention here is not that imputed costs should be included
in the accounts--only that they be considered a valid
defense contract cost. Current ASPR regulations permit cen-
tractors'! recognition of certain imputed costs, e.g., costs
for fully depreciated assets and entrepreneurial salaries,
but omit the significant area of imputed interest.

Accountants have argued the question of imputed inter-
est for many years without resolving the issue. In dis-
cussing this controversial area, Neuner stated:

e s » 1t must be pointed out here that interest on

investments is one of these doubtful items which

must be omitted from cost for some purpoeses and

must be included in cost for other purpeses. The

items to be included in or excluded from cost

depend entirely upon the purpose for which the

cost figure is to be used,

Imputed interest on capital assets is commonly consid-
ered a cost in pricing situations. The same viewpeint can be
taken in costing defense contracts., For example, in assign-
ing costs to cost-reimbursement contracts all costs charged

to the contract are a part of the contract price, i.e.,

total contract price includes total costs plus a negotiated

7John J. W, Neuner, Cost Accounting Principles an
Practices, 8th ed. (Homewood, 1973), p. 358,
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fee., Imputed interest on a contractor's investment in
capital assets committed toe a contract can be thought of as
an opportunity cost of these assets--—-a valid and necessary
cost for pricing purposes.

Capital assets represented by debt have an explicit
cost in interest paid; capital assets represented by leases
have an explicit lease cost that often includes an implicit
interest charge in the lease payment; capital assets repre-
sented by equity capital have no explicit cost but are just
as valuable to the performance of a contract as other
sources of capital assets. Imputed interest is the means
whereby proeper costs can be assigned to uses of capital
assets arising from contractors! own investment.

The purpose of this discussion is to present a concept
of cost that includes imputed interest. It is beyond the
scope of this paper to present arguments for arriving at an
interest rate or capital asset base to which the rate should
be applied. These are areas that will require a significant
amount of research effort before substantial agreement is
likely to be reached. The details of implementation can be
worked out by the CASB. Also, as more research is done in
the imputed interest area, it is expected that the problems

might net be insurmountable as many have thought.

Some of the more current works in this area are avail=-
able in the following sources: Arthur Andersen & Co., Cost
Accounting Standards for Defense Contracts (Chicago, 1972),
pp. 52-56; George J. Staubus, Activity Costing and Input-
Output Accounting (Homewood, 1970), pp. 34-49. '
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(B) Price-Level Changes. For contract costing pur-

poses, historical costs do not always reflect econemic
realities, For example, during periods of rapid price-level
increases,; basing centract charges for fixed asset usage on
historical cost produces unfair results to contractors. A
better measure of the release of econemic values for fixed
asset usage would be historical cest adjusted for price~-
level changes occurring subsequent te acquiring the assets.

Price-level changes warrant consideration for defense
contract costing for much the same reasons as imputed inter-
est on contractors' investments in capital assets. Deter-
mining contract costs is part of an overall determination of
contract price, As a result, recognition given to the costs
of asset usage should be more in line with their replacement
values than historical cost. Price-level changes applied to
historical costs do not yield replacement values—-only
approximate them. Yet price—~level changes are more adminis-—
tratively feasible than determining replacement values for
either individual or groups of fixed assets.

The details of applying price-level changes would have
to be worked out by the CASB, The primary problems are
likely to be determination of those assets to which price-
level changes are applicable and arriving at appropriate
price-=level indexes. The capital asset base utilized for
imputing interest would be a useful starting point for

solving the first problem, and one firm has already
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suggested the Government's Gross National Product Implicit

9

Price Deflator as an appropriate price-level index.

Summary

The coencept of cost for defense contracts should be
historically incurred cost adjusted for price-level changes
plus recognition of certain imputed costs. Questions of
cost allowability are ignored since '"cost'" should encompass
all contractor costs necessary for perferming a contract.,
Concepts of cost presented in this paper are expected to
provide more meaningful cost data for costing purpeses in
addition to providing better measurement of the real ceosts

of defense procurement,

9Arthur Andersen & Co., Cost Accounting Standards for
Defense Contracts (Chicago, 1972), p. 23.
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Concepts for cost measurement and allecation developed
in Chapter III are to be implemented through properly devel-
oped cost accounting standards. In order for cost account-
ing standards toe be implemented in a cohesive set of ceosting
guidelines that are free of numerous exceptions and altera-
tions, certain requirements at the operational level of
contract costing are essential. The first two, the contract
and the cost system, are related to conditions necessary
prior to implementing a set of costing guidelines. The
third, materiality, is a necessary concept for épplying
costing guidelines in an operational envirenment. Each of

these requirements is discussed in the sections that follow.
Contract

Many aspects of defense procurement are unique and
encompass a wide variety of products and programs, Numerous
items procured are highly complex and require advances in
"the state of the art" while others involve nothing more
than purchasing a standard production item. Due to the wide
range in the types of procurement, a contract between the
buyer (Government) and seller (contractor) is essential for
properly stating the will of the parties.

Varieus types of Government contracts have been
designed to meet the many different pricing problems enceun-—
tered in defense procurement. For example, commonly used
fixed-price contracts include (1) firm fixed price; (2)

fixed price with escalation; and (3) fixed price incentive,
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Cost-reimbursement contracts often used are (1) simple cost
reimbursement; (2) cost-sharing; (3) cost=plus-fixed-fee;
and (4) cost-plus-incentive-fee. In additien to setting
forth the work to be performed and basic ground rules feor
contract performance, the type contract utilized is an
important determinant of accounting requirements. From an
accounting point of view, special significance is given to
contracting sitﬁations where cost-reimbursement type con-
tracts are used. These contracts place the greatest demands
on an accounting system because the buyer must compensate
the seller on the basis of cost.

Where a buyer is to reimburse a seller on the basis of
cost, an agreement should exist between them setting forth
those goods and services subject to separate cost determina-
tion and how costs are to be determined. Many terms and
conditioné of a contfact are crucial to its performance,
e.g., work changes, payments, property rights, terminations,
etc. The most crucial contract terms for accounting require—
ments are thoese setting forth the manner in which costs are
to be determined and assigned to the contract,

Methods of cost determinatien and allecation can best
be accoemplished by including a comprehensive set of contract
costing guidelines as part of the contract between the
parties. This approach will permit the development of cost-
ing guidelines, i.e,, cost accounting standards, suitable

for all defense procurement agencies.
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It is recognized, however, that a uniferm set of cost-—
ing guidelines might not be appropriate for all contracting
situations. Special contracting conditions can necessitate
exceptions toe a uniform set of costing guidelines., When‘
exceptions are necessary, they should be treated as pricing
adjustmenfs and not alterations to costing procedures. Most
exceptioens to an existing set of costing guidelines can be
handled through special contract clauses. This approach
should accomplish two oebjectives. First, it should permit
the development of a cohesive set of costing guidelines,
free of numerous exceptions, Second, it shou%d create a
climate whereby all defense agencies could procure under
one basic set of costing principles, yet maintain the
flexibility needed in precuring diversified preducts and

services.
Cost System

Due to unique requirements of each accounting entity,
ne uniform prescription for a cost system can be written,
nor shoeuld an attempt be made to do so. FEach cost system
should meet the requirements of the organizational, product,
and project structure of the accounting entity it is to
serve. Fach business unit must design and implement a cost
system capable of previding management with the records,
controls, and reports essential for decision making and

other managerial functions. Whnever defense contracts are
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being performed, a cost system must alsoe be capable of
meeting contract costing requirements,

" Uniqueness in cost systems is necessary if the systems
are to adequately fulfill the intended purposes for which
they are designed. However, all cost systems should possess
certain common characteristics, The diversity found in cost
systems does not mean they are or sheuld be basically dif-
ferent; in fact, many systems possess numerous similiarities
in their fundamental make-up and can be considered basically
alike, It is the special modifications and customized
flexibilities built into basic characteristics of cesting
systems that make them unique.

A cost system is an integral part of the tetal account-
ing system and not something set apart from it. Cost
accounts are related to and controlled by the general books
of account. Therefore, to the extent generally accepted
principles of financial accounting determine costs flowing
through the general books of account, cost acceunts are
affected by the same principles. These principles do neot,
however, determine how the costs are internally allocated--
only the amounts flowing through the cost accounts,

All cost systems should coentain common elements commen-
surate with the complexities and requirements of the indi-
vidual system. Appropriate cost accounts are necessary for
adequately summarizing results of the costing process.
Various business papers and forms are essential feor pre-

viding evidence of transactions and the nature of the
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transactions. A system of journals is needed for summariz-
ing various functions in the costing process such as pay-
rolls, materials requisitioned, etc. Cost ledgers are
necessary to provide an organized listing of accounts and
final summarization of data from journals. - Various reports
for communicating results of the costing process to the
proper parties are basic to all cost systems., All these
characteristics should be considered fundamental to costing
systems and essential to the contract costing process.

In an ordinary commercial operation, a cost system is
expected to produce data needed by management for proper
planning, contrel, and decisien making. When defense con-
tract costing is included in the costing process, it
becomes necessary to accumulate cost data by products and
programs. In addition to those characteristics previoeusly
mentioned, the following requirements should be an essential
part of a contracter'’s cost system:

(1) Maintaining the capability of accumulating

costs on a contract-by-contract basis., This
requirement could mean that costs are first
determined according to some project with
costs per contract being a further subdivi-
sion of cost accumulations. On the other
hand, a contract might be broken down into
different tasks with cost first determined
by tasks then accumulated by centract. In
either case, the final result would be to
determine the total cests for each contract.,

(2) Contract coests should be accumulated in

total as well as for a single accounting
period. This requirement is necessary for
preventing everruns, providing useful data

for future bidding, etc.

(3) Direct costs must be readily identified
and charged to specific cost ebjectives.
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(4) TIndirect costs must be accumulated in pre—
determined pools and the cost system must
then have the capability of providing the
data necessary for developing bases for
indirect cost allocations.

(5) The cost system must be internally consis—
tent, i.e., different methods are not used
to assign costs to different ceost objectives.

(6) Costs must be accumulated in a manner that
will permit coemparisons of actual cest and
performances with budgeted (planned) costs
and performances.

(7) The cost system must produce results that
are readily auditable by procuring agency
or independent auditors,

(8) The system should be highly mechanized so
data can be efficiently rearranged as
needed.

(9) A high degree of accuracy should be main-
tained throughout the system in order to
maintain a high reliability factoeor in the
data produced.

As previously mentioned, uniform prescriptions for cost
systems cannot be written, noer should attempts be made to do
so, Certainly a small business with simple operations and
only a few products would net require the same degree of
sophistication in its cost system that might be required of
a larger, more complex enterprise. The more sophisticated
and precise a system becomes, the greater the cost of oper-—

ating it. As one writer stated, ". . . the system must be of

reasonable cost consistent with its output. . . o For

1Hector R, Anton, '"Activity Analysis of the Firm: A
Theoretical Approach to Accounting (Systems) Development," in
Contemporary Issues in Cost Accounting, ed. by Hector R.
Anton and Peter A. Firmin (Boston, 1966), p. 516,
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defense contract costing purpoeses, the cost system should
enable both the procuring agency and the contractor to
determine the amount of costs assigned to a contract and
whether or noet the results are in accordance with estab-
lished precurement regulations and coest accounting

standards.
Materiality

Materiality, as the term is used by acceuntants, has
been referred te as '"one of the most pervasive concepts in

accounting practice.”2 By actual count, in Auditing Stan-

dards and Procedures, Accounting Research Bulletins of the

AICPA, and Regulation S-X of the Securities Eichange
Commission, Rappaport found more than one hundred references
to items such as: material and significant; immaterial; of
little or no consequence; so inconsequential as to be
immaterial; inconsiderable in amount; of substantial.impor—
tance; of significance; material; not so significant; sub-
stantial; materially distortiné, etc.3
Although materiality is usually recognized as an impor-—

tant accounting concept, it has not been defined in a manner

receiving substantial agreement throughout the accounting

2'Editor‘ial, ”Materiality?” The Jourmnal of Accountancy,
CXVITI (April, 1964), p. 35.

3Donald Rappaport, '"Materiality,'" The Journal of
Accountancy, CXVII (April, 1964), p. 42.
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profession. According to the literature, mest accountants
interpret materiality as the process of distinguishing be-
tween information that is unimpertant and does net matter,
and informatien considered to be significant. Te differen-—
tiate between the unimpertant and the significant, the
accountant exercises his prefessioenal judgment. Kohler;s
definitien of materiality makes reference to the relative
impoertance of any item, and that relative impertance is
often determinable only by exercising value judgments.
Grady takes a similar approach toe the meaning of materiality
and states that the definition preblem ". , . is largely a
.matter of judgment toe be exercised in the light eof all the
then~existing circumstances,"5

Exercising professional judgment permeates all account-
ing practices. The experfise attained by accountants places
them in a position to examine both qualitative and quantita-
tive factors existing within a particular set of circum-
stances and make decisions based upon foermulated judgements.,
The fact that judgment itself caﬁnot be specifically defined
for all situations does noet matter as long as two parties
to a contract can reach workable agreements whenever per-

sonal judgment is necessary for determining questions of

Eric L. Kohler, A Dictionary for Acceuntants
(Englewood Cliffs, 1970), p. 278.

5Paul Grady, "Inventery of Generally accepted Account-
ing Principles for Business Enterprises,'" Accounting
Research Study No. 7 (New York, 1965), p. 39.
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materiality in contract costing. Professional judgment is
closely related to interpretations of materiality. Placing
limits or ranges on data in determining its materiality or
immateriality could take away the judgment facter in many
situations. If quantitative approaches to materiality
determinations tend to deny what the facts woeuld indicate in
a given situation, then professional judgment should take
precedence over quantitative appreaches.

A concept of materiality has two important applications
in defense contract coesting. First, the concept should
apply to the costing proces; itself, Costing methods that
deal with small amoeunts of cests often take many different
forms. Utilizatien of different méthods for dealing with
small costs are likely to produce substantially the séme
results, Attempts to increase the accuracy in these areas,
such as absolute accuracy in direct-indirect cost classifi-
cations, should be judged on the basis of the materiality of
results produced. Where two or more costing methods produce
substantially the same results, the least costly should be
used. Attention should be focused upon objectives of the
costing process and how they are being met rather than upen
detailed matters of costs that produce relatively insignifi-
cant costing results.

A second application of materiality includes the area of
cost accounting standards. Cost accounting standards should
be concerned with those costing areas where significant

results are likely rather than dealing with trivial matters.
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Once cost accounting standards are developed, problems of
adhering to the standards will be encountered. When ques-
tions of departures from promulgated standards are encoun-
tered, the departures should be evaluated in terms of the
significance of the differences. Whenever the differences
between adhering te or departing from specific cost account~-
ing standards are immaterial, strict adherence should not
be required. The differences shouid be evaluated in terms
of their significance to the costing process in general,
the effect on a specific cost objective, and the cost of
implementing available alternatives,

The existence of a materiality coencept should not serve
as an outlet for errors; however, errors should be judged
according to the results they produce, both individually
and collectively. If small errors do not result in signif-
icant losses in accuracy, they can be judged immaterigl.

i
The significant point is that materiaiity is primaril? a
question of professional judgment. At the practical %evel
of application, professional judgments can be suppleménted
by appropriate guidelines in distinguishing between What is
material and immaterial., Such guidelines might be prévided
through cost accounting standards in the form of quantita-
tive ranges applicable to different circumstances. Gu%de—
lines of this type could be guite useful in supplement%ng
professional judgments but should not supplant them. |
Professional judgment must remain as the primary determining

factor in materiality decisions.
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