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February 24, 1976

NG 76-1

SUBJELT. Interim Guidance for implementing CAS 412

Backorpund

Cost Accounting Standard 412--Composition and Measurement of
Pension Cast was promulgated ~n 74 Septemper 1975 (Ffederal Reaister,
vol. 40, No. 186). The arfective date of the Standard was | January 1976.

Beginning with the Stangard's offective date, all effort on new
contracts that is projected to occur after this Standard becomes applicable,
must he estimated in conformanze with its prpvisions. {Though the
requirement for pricing begins with the effective date, ac;ual compliance
in regarg to contract costing is required after the beginning of the neéxt
cost accounting period foliowing the receipt ar 2 contract ta uhichvthis
Stangard applied.} For exampie, Contractor A, whose accounting period
pegins ' July 1976, i3 zwarded & CAS-covered contract on 1 May i976.

The proposal for the contrzct was submitted 15 January 1976. According
to the provisions of CAS 412, Contractor A will be required to compiy

at tne beginning of its naxt fiscal year (1 July 1978). Since the
proposal was submitted after the effectrive date, the effort projected to
occur arter the applicability date {1 July 1976) must be estimated 1in
conformance with CAS 412,

Distussion

Under Section 412.50{b)(2) of the Standard. a contractor using an
aggregate cost method to measure pension cost is required to make an
alternative calcujation to ascertain the funding status of the pension plan.
The intent of this provision is to reduce the pension cost determined by the
aggregate method for any excest funding disciosed by the alternattive
calculation. Where appropriate, this adjustment should be reflected in
estimating the cost »f contract effort scheduled to be performed after the
Standard becomes applicable.

1t appears Yikely that z substantial number of affected contractors
will be vnable to make the required alternate computatien prior to the
reriod when the standard will be applicacie. Thus, proposals submitted
may not reflect proper vension costs. This condition could cause the {ssuance
of an inerdfnate number cf noncompliance reports and. 20 a large extent,
impege the negotiatfon process. Where such conditions occur, -this guidance
outlines a course of action for contracting officers to follow which will
minimize tke need for issuing noncompi{ance reports and facilitate the
prictng and the negotizticn of contracts while adeguately protecting the
Government's interest.
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Guidance

When companies using an aggregate acturial cost method demonstirate,
to the satisfaction of the ACG, the irnability to make the alternate
computation (CAS 412.50(b)(2)} a&s required by the standard, the folluwing

guidance should be followed.

1. The ACC shall establish a specific date for the contractor to
furnish the alternate compytation required by Standard (412.50(b){2)).

2. Contract negotiations should be conducted using the actuarial
cost method currently employed by the contractor.

3. Contract terms shoyld include a proviston for & price adjustment
for any significant cost impact resulting from the aiternate computation
required by the Standard. If a substantial overpayment results, interest
;?og;g be assessed at a rate prescribed by the provisions of Public Law
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February 24, 197§
W& 76-2

Interim Guidance for Administration of Cost Accounting Stangards (CAS)

SUBJECT: Application of CAS to Contract Modifications and to Orders
Placed Under Basic Agreerents

Background

Questions arise from time to time on how and when CAS is to be
applied to changes negotiated on existing contracts. There have also
been questions on when CAS shouid be applicable to Basic agreements
and to the orders placed pursuant to such agreements (ASPR 3-410.1 and
3-410.2}). In the case of contract modifications the question often
comes up when an advertised contract is modified requiring negotiation
of a price adjustment which invelves costs above the $100,000 or $500,000
CAS thresnold. Similar gquestions arise when a negotiated contract not
subject to CAS is modified and the pricing action involves amounts that
exceed the threshold for CAS application.

In the case of Basic agreements under which orders are placed from
time to time, as is the case with Basic ordering agreements, the question
is whether CAS should be applied only to orders which exceed the CAS
threstold or whether the sum of 2il orders should be considered. If the
latter palicy is followed, CAS would apply to all orders regardiess of
individual dollar amount if their sum exceeded the threshold for CAS.

Guidance

With respect to contract modifications the general rule is that any
madifications made to a contract pursuant to the terms and conditions of
the contract will not affect the status of the contract with respect to
CAS zpplication. That is, if CAS was applicable to the original contract,
it will be applicable to the modification, if CAS was not applicabie to
the original contract, it will not apply to the modification.

Notwithstanding the apparent simplicity of this concept, there are
many cases wnen it may be ¢ifficult to decide if CAS is applicable. The
following examples are furnished to provide guidance for types of cases
that have come to the attention of the CAS Working Group and Steering
Committee,

1. The contract was advertised and not subject to CAS, but it contains
an gption for additional guantities that would exceed the threshold for
applying CAS,

4. At a fixed price

b. At a price not to exceed 1251 of initial guantity



In the case of “a", there Shoulg be no coubt Ih3t th
wouid hot De subJect to CAS, becayse it was part Of the D,.?”‘,:W]‘ i‘sﬁf_iﬁ,yed
soligitation anc award was M2de in arcprgance with the rmeg"“‘f adverti'sinq-
In the case of (b}, there may be a gyestion since an e]e,,‘e“'t of negotia;:ion
appears to be involved in establishing the final Price. oo UIHEIE“ .
firm ceiling price was established ang was considered 2t thee';x'me of the
tnitial contract award. CAS would not apply.

1€ at the time the option is exercised. 2 gecision is hige to inCrease
the quantity beyond the amount provided for in the OPLION ¢y, o0 and if
tne price negotiated for this portion of the increase €XCeeqy ope CAS
threshold, CAS wil) apply to that portion. This increment ... .o+ contemplated
under the terms of the original contract and must therefore . sraated as
if it were a new riegoliated contract,

2. The contract was negotiated and called for & Guantity vpae was priced
below the threshold for CAS ($100,000 or $500,00 as the Case gy pe)}. The
contract includes an oprion that, added to the initial reduireent, would
exceed the CAS threshold.

This contract was subject to CAS at the outset pecause it comtemplates a
total requirement in excess of the CAS threshold.

In the case of Basic Agreements, 3-410 specifically states that they are
not contracts {(3-810.1(a)). The same statement appears in 3-410.2(a)(1) with
gefinitions of these two agreements are anly to be used to establish certain
terms and conditions under which contracts may be placed.

The individual contracts or grders are therefore to be individually
considered when determining the applicability of CAS. If the CAS dollar
threshold is reached and the negotiateg contract or order iS not Gtherwise
exempt ynder the CAS rules and Regulations the contract or order is subject
to CAS.
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WE 75-3

SUBJECT: Interim Policy for Application of Cost Accounting Standards
{CAS) to Subcontracts

References:

2. Cost Accounting Stansards (CAS) Clause

b. DAR 7.104.83(a), paragraph (a){3) and {d)
Backaround

Paragraph {a)(3) of the CAS Clause requires the contractor to "comply
with 211 cost accounting standards 1n effect on the date of award of
this contract...” Prime contractors and subcontractors are required by
paragraph (d) of the clause *» flow its provisions down to lower teir
subcontracters.

It 1s clear that paragraps {2)(3) requires prime contractors to comply
with all standards that are effective wnen the contract is placed. This
requirement has a1so been appiied to subcontracts. Recently, however, we
have Tearned that the CAS Board does not construe 1ts rules to require
subcontrects to be subject to any standards which are not effective for
the prime contract at the time the prime contract is awarded, except to
the extent necessary to comply with the second sentence Of paragraph
(a)(3) of DAR 7-104.B3. ("The contractor shall also comply with any
cost accounting standard which hereafter pecomes applicable to a
contract or subcontract of the contractor.")

Discussion

After careful consideration of the CAS Board interpretation and its
impact, we have concluded that, in many cases, the administrative effort
to implement this approach could be considerably greater than that regquired
when subcontracts are subject to z)11 standards in effect at the time the
subcontracts are placed. This is evident when the two situations are com-
pared. In the one instance, each new subcontract would bring with it all
current standards. This would leave no doubt as tc the standards appliicable
to all the contractor's CAS covered work, In the cther case, it would be
necessary to track back tc the prime contract to determine the standards that
were effective. Following this, other existing contracts and new awards wouid
have to be reviewed. The resuits of this would disclose which prime or sub-
contract included the latest standards, and thus establish the standards
applicable to all CAS work,

Admittedly, the problem of jdentifying standards could be alleviated by
requiring the prime contractor and each subcontractor to identify the
standards applicable when they place a subcontract. However, this procedure,
at best, would still require greater administrative effort than a criterion
based on the time of subcontract award.
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Guidance

In view of the above, contracting officers should be advised to
require their prime contractors tc include language in their CAS flow
down clause which requires the subcontractors at all tiers to comply
with all standards, ryles and regulations in effect at the time the
subcontract 1s awarded. In wnusyal cases, the Head of the Procuring
Agency should waive the requirement {f, in his judgment, such a waiver
{s necessary; provided, however, that such waivers cannct relieve the
subcontractor from compiiance with rules and requlations established
by the CAS Board. Thus, the flow down clause must reguire as a minimum
that standards applicable to the prime contract at the time it was
awarded shall be applicable to the subcontract and further, that
standards applicable to any of the sybcontractor's other prime or
subcontracts shall also be applicable to the subcontract.
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1 October 1676

WG 76-4

SUBJECT . Determining Increased {osts to the Government for CAS
Covered FFP Contracts - Interim Guidance

Background

Paragraph 4 CFR 331.70(b) of the CAS Rules and Regulations discusses
the concept of "increased costs” on firm fixed-price (FFP) contracts as
related to noncompliances, i.e., failure to follow disclosed practices or
cost accounting standards.

DOD guidance on “Increased Costs Paid Under CAS-Covered Contracts”
contained in DPC 75-6 gave an example of increased costs on FFP contracts
where there was a noncompliance that resulted in less costs being allocated
to the FFP contract than would have been had the appropriate practices been
followed.

Discussion

In cases other than noncompliance the opinion has been expressed that
no increased cost can occur unless the contract price of a FFP contract fis
actually increased. This concept cannot acequateiy protect the Government
as was contemplated by FL 91-379, because it provides a situaticn under
which a contractor may overtly or inadvertently adjust accounting procedures
so as to cause less costs to be allocated to FFP contracts. The contractor
may thus receive a windfall.

To protect the Goverrment in all situations where FFP contracts are
involved it is therefore necessary to recognize the phenomenon that occurs
when cost allocations are decreased due to accounting changes. The CAS
Board did so in 4 CFR 331.70(b). A basic premise c¢f this paragraph is that
the amount of such decrease represents the amount of "increased costs to the
Government.® It is logical that this premis be extended to apply to all
cases involving FFP contracts,

Guidance
Increased costs to the Government under firm fixed price contracts should

be considered to exist when the costs allocated to the contracts are less thar
would have been allocated if the method of allocation had not been changed.
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1 October 1976

WG 76-5

SUBJELT: lnterim Guidance on Treatment ¢f Implementation Costs
Related to Changes in (ost Accounting Practices

Backaround

When a cost accounting practice is crnanged, whether the change is
mandatery (issuance of a new cost accounting standard} or voluntary {any
change cther than mandatory) costs to impiement the change may be incurred.
Questions have arisen a&s to whether implementation costs associated with
such practice changes may be included in cost impact statements, and
whether such costs should be charged only to CAS covered contracts.

Discussion

Since mandatory changes are required because of CAS Board actions, it
has been proposed that total implementation costs should be allocated only
to CAS covered contracts. In the case of voluntary changes, CAS Board
regulations state that there can be nc increased cost to the Government.
This adds additional significance to the question of whether implementatian
costs should be included in the cost impact statement. Cost of impiementiag
changes to accounting practices may include the cost of work performed by
the contractor's persannel and/or work performed by outside organizationms.
Such costs are normally included in the contrartors' overhead accounts asd
allocated to appropriate cost objectives.

Quidance

Implementation costs may be included in cost impact statements only to
the extent they are a part of appropriate indirect expense pools, and allocated
in accordance with the contractor's normal accounting practices. This
principle applies to both voluntary changes and changes resulting from the
fssuance of Standards.
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1 Octeher 1978

WG 76-6

SUBJECT: Interim Guigance cn Application of CAS Tlause to Changes
‘n Contractor's Established Practices whan a Disclosure
Statement has been Submitted

Backgroung

Contractors and subcontractors are required to disclose in writing
{Disclosure Statement) their cost accounting practices under the criteria
set forth in 4 CFR 351.40 and 351.4) cf the CAS Rules and Regulations.

For those contractors and subcontractors who are not required to submit
a disclosure statement their "established cost accounting practices” govern.

ASPR 3-1205 requires the ACD to make a deiermination as to whether the
cisclosure statement adeguately describes the contractor's cost accounting
practices. In order to be deemed adequate. the Disclosure Statement sSub-
mitted by the contractor must be currant, accurate, and complete.

Discussion

A contractor required to submit a Disclosure Statement may have a cost
accounting practice which may not be specifically covered by Disclosure
Statement Form CASB-05-1 or there may be other reasons why the practice
was not disclosed; therefore, the practice will not be considered a
"disclosed practice.” When this nondisclosed cost accounting practice is
revised due to either a manadatory or voluntary change, the question arises
as whether there is a requirement for 2 revision to the Disclosure Statement
and a contract price adjustment. The CAS clause discusses changes to an
“established cost accounting practice” as well as a "disclosed cost accounting
practice.” When a contractor {s required to disclose his practices, he is,
in effect, disclosing his ectablished practices ang should be disclosing
all relevant cost accounting practices. Therefore, a cost accounting practice
not disclosed {s considered an "established cost accounting practice"
whether or not it should have been disclosed on CASB-DS-1.

Guidance

When an ACO makes a determination that the contractor's Disclosure
Statement is adeguate, it does not necessarily indicate that the ACD is
certifying that all cost accounting practices disclosed have been adeguately
described and the ACO currently is not aware of any additional practices that
should have been disclosed. Subsequently, when it 1s discovered that a
contractor is not following a cost accounting practice that he failed to
disclose or 2 change to that practice is made, the practice will be considered
an "established cost accounting practice” and appropriate quidance 1n ASPR
3-1200 on changes and noncompiiances will be followed.
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1 October 187&

WG 76-7

SUBJECT: Interim Guidance on the Significance of "Effective” and
;AppHcabthy" Dates Included in Cost Accounting Standards
CAS)

References:
a. Cost Accounting Standards Clause
b. DAR 3-1213

Background

Public Law 91-379 authorizes the Cost Accounting Standards Board {CASB)
to promyigate cost accounting standards designed to increase uniformity and
consistency in the accounting practices vsed by defense prime contractors
and subcontractors. (ompanies are required to follow the standards in
estimating, accumulating and reporting costs on Government procurements
subject to the CASE ruies and regylsations.

To factlitate the implementation process, each promuigated standard
carries its own statement (4 CFR4--.80) regarding the date it becomes
effective and generally, 2 statement describing the time and conditions
under which the standard should be applied to the contractor's accounting
system--the applicability date.

The effective date designates the point in time the Government can require
compliance with the standard’'s provisions. As a matter of policy, the CASB
generally defers the application of the standard to the contractor's accounting
system beyond the effective date. This deferral is intended to provide affectsd
contractors adequate time to make necessary preparation for compliance and tw
provide a more convenient time tc initiate the required accounting changes.

In this regard, the CASB regulation provides that an effective standard meed
only be applied after the receipt of the first CAS-covered contract followise
the effective date. The applicability statement included in most standards
extends the date the contractor must actually change his practices to the

start of the next cost accounting period following the receipt of the triggering
CAS~covered contract.

Since 1t 1s apparent that the effective date and the applicability date uf
¢ standard generally de not coincide, contracting persomnel should be awmare
of the significance of these dates and understand the appropriate administrative
actions required.
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Discussion

Effective Date - Subparagrapn (a)(3) of tne Cost Accounting Stanaaras
Clause of UAR "7-104.83(a) reaquires compliance with all effective cost
accounting standards as of the date of contract award or 1f the contractor
has submitted cost or pricing data, on the date of final agreement on price
as shown on the contractor’s signed certificate of current cost or pricing
data. Therefore, only those CAS-covered contracts in existence on the date
a standara becomes effective will be equitably adjusted to reflect the
prospective application of the new accounting requirements.

In summary, we can conclude that the effective date of a standard
does two important things:

2. Designates the point in time when the pricing of all future CAS-
covered procurement must reflect the requirements of the newly promuigated
standard, and

b. Identifies those existing contracts eligible for an equitable
adjustment to reflect the cost impact of applying, prospectively, the
provisions of the new standard.

Applicability Date - This date marks the beginning of the period when
the contractor must actually change the accounting and reporting systems to
conform to the standard.. Up to this point, only the estimates prepared after
the standarc's effective date had to take into account compliance with the
new standard as more fully discussed below, Ffrom this point forward, covered
contracts must be priced and the cost reported in compliance with al)
applicable standards.

As indicated earlier, the CASE sets the applicability date beyond the
effective date in order to achieve a smooth impiementation of che standard.
However, special care is needed in considering contractors' proposals sub-
mitted for a contract to be awarded after a new standard's effective date but
before the standard must be applied.

The proposed effort occuring after the effective date, but before the
applicability date snould be priced using the contractor's olg accounting
practice. Effort projected to occur on or after the applicability date
showld be priced in compliance with the new standard.

The equitable adjustment for thase CAS-covered contracts in existence
when a standard becomes effective should cover the period from the date
the standards become applicable through comtract completion.

Guidance
Procurement, administration, and audit personnel should carefylly review
the appropriate section of each newly promulgated standard to identify the

effective date and the conditions governing the aoplication of its provisions
to actuai practices.
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A listing of all CAS-covered contracts and subcontracts in existence as
of the standard’s effective date should be obtained from the contractor. This
listing, as confirmed with contract administration reccrds, should represent
those contracts eligible for equitable adjustments. DAR 3-1213 snould be
followed in administering any equitable adjustments caused by the new standard,

Proposals for contracts to be awarded after the effective date of a
standard should be carefully reviewed to ascertain whether it reflects
compliance with the standard. The proposal need only reflect compliance
with the standard from the applicability date forward.

There will be instances where the impact of the standard cannot reasonabiy
be predicted at the time the proppsal is prepared or before the negotiations,
Consequently, the effects of applying the standard cannot be reflected in the
negotiated price. When this condition occurs, procurement officials shoyld
make use of contract provisions protecting the Government's interest.
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17 December 18976

WG 76-8

SUBJECT: Interim Guidance on Use of the Offset Principle in Contract
Price Adjustments Resylting from Accounting Changes

Backqround

Paragraph (a}{4)(A) of the CAS clause provides for equitable adjustments
when accounting system changes resuit from the issuance of new Cost Accounting
Standards. Paragraph {2)(4)(B) of the CAS clause provides that the Contractor
will negotiate, with the Contracting Officer, the terms and conditions under
which a change to either a disclosed or established cost accounting practice
may be made. These changes are generally referred to as “voluntary® changes.
The (a}{4)}(B) clause goes on to forbid any agreement that will result in
increased costs being paid by the United States.

The interpretative language found in 4 CFR 331.70(f) advocates the offsetting
approach with regard to voluntary changes whereby price adjustments are foregone
to the extent that increases under one or more CAS-covered contracts are equated
or exceeded by decreases on other CAS-covered contracts. However, CAS publicatiens
including the CAS clause shed no light on how the offset technigue may be related
to mandatory changes, simultaneous accounting changes, muiti-divisional accounting
changes and changes affecting a diverse contractual mix.

Discussion

While the CAS Board expiicitly advocates the use of the offset technique
to preclude contract price changes under voluntary type, 1.e.. {a)(4)(B)
changes, the technigue can be squally useful in connection with mandatory
changes, i.e., (a){4){A) type, if used for the same general purpose of
netting out contract price changes and thus reducing the number of {nrdividual
contract price adjustments required.

No specific method for applying the offset concept has been established. It
remains the responsiblity of the Administrative Contracting Officer to address
each specific situation in a way that best accomplishes the averall objective.
One method that may simplify the computation in many instances, as well as avoid
the pitfalls described in item X of DPC 76-1, would be to compute the impact of a
change by types of contracts (e.g., firm fixed price, cost type) and adjust as
few contract prices as necessary within each group before merging the net impact
from each contract group with that of other groups. Different approaches may
provide a better procedure in other cases. For example, contracts may be
grouped according to the relative materiality of the impact of the change {(also
see DPC 76-1}. This type of segregation can be helpful in identifying contracts
which can be eliminated from further consideration,
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Anpther issue concerns the extent to which the offset srinciple can
be used when severazl organizational segments of a company are affected by
the same accounting change. As a general rule,whenever costs are flowing
either from a nigher organizational level or between segments, the c*set
universe may cover all affected segments., For example, 2 change tnat
affects the flow of costs from 2 home office to several segments, couid
offset CAS-covered contracts within all affected segments. However, accounting
changes that only affect the flow of costs within individual divisions
‘shculd be treated as changes within each division.

The combining, for offset purposes, of several accounting changes within
a segment as long as they have the same effective date should alsp serve to
reduce the number of necessary contract price changes. Although individual
treatement of voluntary changes could maximize the potential for downward
price adjustments, the government'’'s interests are adequately protected if no
overall price increase is paid by the United States.

In summary, for those aspects of offset situations where specific CAS
Rules and Regulations do not exist, Contracting Qfficers are still charged
with exercising their best judgment on each individual impact study in a way
that protects the best interest of the Government and considers the eauity,
fairness and materiality of the matter. :

Guidance

1. Contracts may be adjusted individuaily or cost increases and decreases
may be offset to reduce the number of contract adjustments for both (a)(4)(A)
and (a){4)(8) changes.

2. Cost increases at one organizational segment of a company may be offset
by decreases at another segment if the change causes costs to flow between the
segments either directly or via a higher organizational level such as & home office

3. Within a segment, the effect of several changes may be combined in the
offset consideration if the changes all take place at the same time.

4. When a mix of contract types is involved, grouping of contracts by type,
by materiality of cost impact, or other type segregation may often reduce the
complexity of the problem and also reduce the number of price adjustments that
must be made.

. 5. The Contracting Officer is responsible for assuring that the offset
technique is applied judiciously so that the final cost to the Govermment o- to
individual departments or agencies is not materially different from that which
would have resuited if the contract prices had actually been adjusted.

6. Offsets affecting incentive contracts should be carefuily reviewed to
avoid material impacts on the incentive provisions.
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17 Decsmber 1976

WG 76-9

SUBJECT: Interim Guidance for Measurement of Cost Impact on Firm
Fixed Price Contracts

Backaround

Paragraph (a)(4)(A) of the CAS clause provides for an equitable adjustment
when accounting system changes result from the issuance of new cost accounting
standards. Paragraph (a)(4?(8) of the CAS clause calls for negotiation of the
terms and conditions under which a voluntary change to either a disclosed or
established cost accounting practice will be made. Paragraphs (2)}(5) of the CAS
clause provides for recovery with interest of any over payments tnat have resulted
from a contractor's failure tc comply with either a Cost Accounting Standard
or his disclosed practices. These paragraphs are silent 2s to the mechanics of
the computation.

The interpretive language found in & CFR 331.70(b) describes the remedies
to be applied where noncompliances occur in connection with {a)(53) type adjust-
ments under firm fixed price contracts. 4 CFR 331.70{b) explicizly reguires
the use of original cost estimates from the time of negotiatior of the contract
adjusted to what they would have been had the contractor proposed on the basis
of the practices actually used.

ASPM No. 1 (9R6 and 9A7) in addressing the general subject of the pricing
of changes advocates the use of estimates to complete at the time of change is
made rather than the original estimates.

Discussion

Although there is 2 certain thepretical purity to the use of original cost
estimates for adjusting fixed price contracts for mandatory and voluntary changes,
there are several serious impediments to that approach that are intrinsic to fixed
price contracting., While the parties to a fixed contract have agreed 0 a total
price, there is often no agreement as to how much of the price represents cost
and how much profit and seidom a meeting of the minds on the amount of any individ-
val element of cost. This will -be particularly sp if the award wes based on
adequate price competition. Further, many fixed price contracts will have under-
gone numeroys price changes due to engineering modifications and other changes.

In such cases, tracking of an individual cost element may prove virtually
impossible. There is also the danger that the confusion resulting from the
attempt to reconstruct the original data will provide an opportunity to reprice
loss portions of caontract performance that have elapsed prior to the point of
the change.

The use of original cost estimates in cases invoiving noncompliances on
Firm Fixed Price contracts may be more feasible where the noncompliant practice
dates back toc the beginning of the contract. However, there will szill be
occasions when tracking and cost identity problems will be aimost insurmountable.
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Guidance

Cost adjustments under either mandatory or voluntary changes should
generally be the net difference between the current estimated cost to
complete using the old accounting methods and the same estimate reconstructad
to reflect the new methods.

Adjustments relating to noncompliance under firm fixed price contracts
must comply with the CAS Board's requirement to use original cost estimates
reflecting the noncompliant and compliant treatments, Should this prove
impracticable, the problem should be forwarded through appropriate channels
to the CAS Working Group.
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Z February 1977

wG 77-1C

SUBSECT: Retrnactive Implementation of {ost Accounting Standards
When Timely Compliance is Not Feasible

Backqround

There are two significant dates in the implementation of cost accounting
standards, the “"effective” date and the "applicability" date. Working Group
{W.G.) guidance paper #76-7 which provides discussion and guidance on these
dates, states that the effective date "Designates the point in time when the
pricing of all future CAS-covered procurement must reflect the regquirements
of the newly promulgated standard ..."; and the applicability date",,,
marks the beginning of the period when the contractor myst actually change
the acccunting and reporting systems to conform to the standard.” The
applicability date of most standards is the beginning of the contractor's
next accounting period after receipt of 2 CAS-covered contract following
the effective date of the stancard.

Discussion

There may be a few unusua)l situations when it is virtually impossible
for -a contractor to comply with a particuiar standard at its applicability
date because the standard requires a major revision to a segment of the
contractor's cost accounting system. In this instance, attempting to fore-
cast the impact of the standard on a negotiated contract to be entered into
after the effective date of the standard could be inequitable to either party.
For exampie, CAS Standard 410 (Allocation of Business Unit GXA Expenses to
Final Cost Objectives) was promulgated in final form on April 16, 1976, with an
effective date of October 1, 1976, and an applicability date at the start of
the next fiscal year beginning after January 1, 1977. Some contractors, for
various reasons, have a fiscal year beginning on January 2 or 3, 1977. There-
fore, the applicability date for those contractors were onRly about three months
after the effective date (assuming that a CAS-covered contract was received
in the interim period). There has been an indication that some of these
contractors were unable to accomplish a major revision to their G&A expense
poo) and change to an appropriate cost input base in the time available. In
the meantime, contract proposals regeived after October 1, 1976, have been
required to be negotiated on a cost input basis and in these instances the
accounting and reporting systems must be changed effective January 2 or 3, 1977,
thereby creating a difficult condition.

Guidance
In unusual situations where a contractor can demonstrate to the
satisfaction of the ACC, that it is virtually impossible for the contractor

to comply with the effective or applicability dates of a standard the
following guidance should be followed:
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}. The-ACD shall establish a specific date for the contractor to
make the necessary changes to his estimating, acCounting ang reporiing
systems to be in tompliance with the standarg.

2. Negotiation cf new firm fixed-price contracts after the effective
date of the standard (but pricr to the changes made in | above) should
be conducted using the accounting practice employed by the contractor prior
to the standard. The terms of these contracts should include a provision
for price adjustment, retroactive to the appiicability aate, for any
significant cost impact (increase or decrease) resulting from changing the
accounting practice to comply with the standard.

3. After the effective date of the standard (but prior to the changes
made in 1 above) negotiation of ceilings ar target costs and fees or profit
for new cost tyoe or flexibly priced contracts should be conducted using twe
accounting practice employed by the contractor prior to the standard. The
contract terms of these contracts should include a provision for a ceiliag
or target cost adjustment {and adjustment af fee or profit, if appropriate)
for any significant estimated cost impact resylting from changing the
accounting practice to comply with the standard. In addition, after the
necessary changes to the actounting system are made in accordance with 1 atwwe,
these changes must be made retroactive to the applicability date of the
standard for costs aileocated to these contracis.

4. When appropriate, changes in the contractor’s Disclosure Statement
to reflect the cost accounting practices required by the standard should
also be accompiished by the date established in 1 above.

5. When the above procedures are followed, there will be no non-

compliance reporting, and equitable adjustments computed as of the ap-
plicability date of the standard are in order.
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Z Fepruary 1677

w6 77-11

SUBJECT: Interim Guidance for tne Implementaticn of CAS 410,
Allocation of Business Unit General ang Administrative
Expenses to Final Cost Objectives

Bactkoround

The standard provides criteria for allocating GAA to final cost
objectives. [t defines GIA expenses, provides guidelines for determining
whether a particular expense should be included in the G&A expense pocl
and establishes cost input as the acceptable pase for allocating G3A
expenses. Contractors currently using sales or cest of sales (output)

45 a base are permitted to select one of two alternative procedures for
changing to cost input. One method allows the immediate changeover tO
cost inout on the date the standard‘'s provisions must be applied; the
other, allows a special transition which defers the complete changeover

to cost inout until all contracts received-griar to the applicability cate
are completed. It is unmistakeably clear, however, that the CAS Board's
objective is to ultimately have all G&A, as defined in the standard,
atlocated to CAS-covered contracts on the basis of cost input.

Discussion

The CAS Board established an effective date of October 1, 1976 for
CAS 410. To allow contractors sufficient time to prepare for compliance,
the application of the standard was deferred. The earliest date a contraclor
can be compelled to change his accaunting practices to camply is the beginning
of his first fiscal year following January 1, 1977. Consequently, a contractor
using the calendar year as his normal accounting period initially would be
required to comply January 1, 1978. However, if the contractor's fiscal year
begins on July 1, the earliest required for compliance would be July 1, 15877.
Although not explicitly stated in the standard, it i{s important to know that
a contractor must receive a CAS-covered contract on or after the standard‘s
effective date before he has to apply the standard. In the examples, cited
above, neither contractor would be required to apply the standard gon the
specified dates if no new CAS-covered contract had been received since the
standard became effective.

The effective date of the standard also has special significance regarding
the pricing of new procurements and for adjusting existing contract prices.
In this regard, oniy those CAS~-covered contracts existing on the effective
date will be eligible for an equitable price adjustment. Except where the
special transition method 1s used, contracts with award dates following the
effective date of the standard and having performance periods extending beyond
the date the standard must be appiied, are to be estimated as follows:

1. Current GaA allocation base will be used to estimate, accumulate and
report on contracts between the award and appiicability dates.
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2. Cost input base will be used to estimate, accumulate, and report
on the remaining contract effort (applicabilicy dzze througn contract
completion),

Under tme saecial tramsition methcg for cnanging from @ cost of sales
or sales base %0 2 cost input base, permitted by Appendix A of the
standara, contractors will continue to use their current G&A allccation
base to price rcontracts received up to the date CAS 610 must be.fol1owgd.
Contracts awarded on or after the applicapility date will be priced usineg
3 cost input O&A base. This method effectively eliminates the need for an
eguitable price adjustment for this change since existing contracts
priced on the basis of & sales or cost of sales GAA base wiil not be
repriced to reflect the use of a cost input base. Instead, these contracts
will remain on the sales or cost of sales base until completion.

Other changes required by the standard may require equitable adjustments
whetner the transition method is used or not: (1) when a contractor 15
required to change from one cost input base to another; £.9., total cost
input to value added; ana {2) where items do not satisfy the definition
of G&A expense but have previously been classified as G3A must be re-
classifieg in accordance with 410.40(d).

During the special extended transition period {begins when the standard
is 1nitially applied for accounting and reporting purposes and ends at the
completion of the final contract priced on the basis of cost of sales or
sales) two different bases are used to allocate a single pool of GEA
expenses within an accounting period - cost of sales for the oid contracts,
cost input for contracts awarded on or after the date the standard is
applicable.

The two bases used in a given accounting period during transition are not
mutually exclusive but tend to overlap. That is, some of the same dollars
may be included in both cost input ard in cost of sales within the same ac-
counting period. When this occurs, the possibility of allocating more GRA
dollars to cost objectives than were expended during the accounting pertod
is very real. The gverallocation of G3A will more than likely occur because
the G&A rates will be applied to an aggregate of contract work that exceets
the amount inciuded in the individual bases used to determine the rates.

In order to prevent windfalls and to provide equity to both parties, the
standard requires the establishment of an inventory suspense account which
snall, when certain conditions are met, be amortized in accounting periods
subsequent 1o the transition period. The amortization of the inventory
suspense account shall be used to reduce the GLA expense pool of the gquatifying
cost accounting periods. Notwithstanding the inventory suspense account
provision, questions have been raised regarding the allowability under

DAR xvy, Part 2 of any overaliocated expenses.
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The standard alsc defines G&A as those expenses incurred for the
generai management and administraticn of a business unit as a whole,
They must be allocated to final cost objectives on a base that measures
the total activity of the business umi1t. Similar significant expenses
whose beneficial relationship 1o cost objertives can be measured Des?t
on & tase different from total activityyare to be excluded from the
G3A expense pool. For the expenses remaining in tne G3A expense pool,
the standard prescribes the use of one of three cost input bases: (1)
total tost input (2) value-added and (3) single elements. Conditions
relating to the appropriate use of the three bases are deszribed in the
standard.

Under the standard, contractors may elect to include independent
researcn and development (IRAD) costs, bidding and proposal (B&P} costs
and selling costs in the GAA expense pool. The contractors also have
the option to account for these expenses individually or in the aggregate
in separate pool{s) and allacate them to cost objectives on a base(s)
otner than cost input. Wwhere the latter alternative is selected, the
standard reguires that such expenses will be included in the GBA
expense allocation base. [f IR&D and BAP expenses are allocated on a
base other than cost input, a question is raised as to whether the
standard conflicts with ASPR 15-205.3 and 15-205.35 which provide that
[R&D ang B&P costs are not to be burdened with G3A. Attachment A clarifies
this issue and demonstrates that no conflict exists.

The standard covers the tresatment of {tems produced for stock after
the applicability date but does not provide guidance for the treatment of
items held in inventory on tne first date the contractor must apply the
standard. If such inventorfes are substantial or a disproportionate
amount of these items are included in certain contracts, an Inequitable
allocation of G8A could result. It would appear that eguity would require
the inclusion of the inventory items in the G4A base in some future cost
accounting period.

Guidance

Contractors whose existing practices require the allocation of GaA
on either a sales or cost of sales basis may (i) use the optignal
transition metnod prescribed by Appendix A, CAS 410 or (i1} immediately
change to & cost 1nput base for all work to te performed after the
applicability date and seek such equitable adjustment as may be ap-
propriate under Paragrapn (a){4)}{A} of tne CAS contract ¢lause.

Procyrement off{cials must exercise special care in reviewing
contractor's proposals submitted during tne periad when this election
should be made {effective date througn applicanility date) to assyre
that contracters do not unwittingly select the transition method. for
examole, during this period a contractor submits a oroposal with a
performance pericd extending beyond tne applicability date. 1f the entire
contract s priced using the contractor’s current practice of allacating
GEA on the basis of sales or cost of sales, this contractor has effectively
selected, pernhaps inadvertently, the special transitian methed. Therefore,
contracting officers should advise contractors regarding the significance of
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the GBA allecation method used in preparing the estimate for the initial
contract to wnich this standard applies. Reguesting the contractor o
submit a written confirmation of nis election is an appropriate way to
preclude any misunderstanding as to his intentions.

As noted in the discussion section, use of the two allocation bases
during the transitfon will in al} Yikelthood result in an overallocation
of GSA. This condition will apply only to those contractors who elect
the optional transition method rather than the equitable adjustment
protedures. Any overallocated G3A resulting exclusively from the use of
the transition method wiil not be questioned at this time. This interim
position recognizes that the overaliocated amount is inherent in the
standard's requirements. This position also recognizes the CAS Board's
contention that the establishment of an inventory suspense account actual¥y
prevents any overreimbursements. This aspect of the standard is uncer
review and the above position may be revised.

CAS 470 requires inclusion of IR&N/B&P costs in the G&A input brse
wher TRAD/BSP tosts are accounted for in a separate pool and allocated om
2 base different from G&A. When distributing G3A expense to & contract,
all preperty allocable IRAD/B&P costs, including those ir excess of
negotiated ceilings, should be included in the cost base used to comuyte
the G&A expense for that contract. Although IRAD/BAP costs over ceiling
are themselves unallowable, they are still used o5 part of the total
cost input base for computing G8A expense. As explained in Attachment A,
this procedure is simply 2 mechanism to allocate GBA expenses to final emst
objectives.

The standard requires that items produced for stock be included iw
the input base at the time of production. Therefore, stock items which
are in inventory when the standard becomes applicable will not be alfocatsd
their share of GRA. To remedy this sjtuation items produced for stoek
wnd included in the inventory on the date the standard becomes applicable
haytd be included in the G2A base in the pericd the items are assigned o
‘nal cost objectives,
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ATTACHMENT A

THE £7F2£72 OF CAS 410 UPON THE ALLOCATION ANE

ALLOWABILiTY OF GBA EXPENSES

CAS 413.50(f) states "Cost input shall include those expenses which
by operation of this standard are exciuded from the GAA expense pool and
are not part of a combined pool of GAA expenses and other expenses al-
located using the same allocation base."

The illustratian contained in 410.60(c)(4) states “Business Unit C
has accounted for and allocated [R&D/B&P costs in a cost pool separate
and apart from the GRA expense pool. £ may continue to account for
these costs in 2 separate c¢ost pool under the provision of this standard.
If C is to use a total cost input base, these costs when accounted for
and allocated in a cost pool separate and apart from the GAA expense pool
will become part of the total cost input base used by C to allocate the
G2A expense pool.”

The above cited sections of CAS require that IR&D and BAP, or any
other cost for that matter, which is distributed in a way tnat is
different from the way in which GEA is distributed, must itself become
part of the total G8A input base. For example, an IR&AD/B&P base that
omits major subcontracts ar service contracts that are included in
the G2A base would be a different base. When that situation pertaing
the procegure to be followed is:

a. distribute all IR&D/BAP to contracts inciuding amounts of 1R&D/
B&P which are unallowabie because they exceed a previously agreed ceiling
limitation.

b. distribute G2A expense to contracts on a cost input base which
includes the [R&D/B&PF 1n a, adove.

At this point it would appear that the GSA expense which was drawn
to a contract by the unallowable ameunts distributed in a, above would
also be unallowabe. The language of DOMR 15-203(c) supports this view
in its statement that, "...0Once an appropriate pase for the distribution
of indirect costs has been accepted, such 2 base shall not be fragmented
by the removal of individual elements. Consequently, ail items properly
includable in an indirect cost base should bear a pro-rata share of
incirect costs irrespective cf their acceptance as Government contract
costs."”

Although the combination of the CAS required distribution and
15-203(¢) would seem to lead to the conciusion that the GSA %gpense
attracted to contracts by unallowable IRAD/B&P dollars would M in itself,
be unailowable, 11 must be recalled that, prior o the 1ssuance of CAS 410,
DAR 13-203(c) existea in combination with DAR 15.2085_15(b). That
subparagraph defines the compositon of IR&D costs to “...include not only
ail direct costs. Sut 2lso all allocable indirect costs except that general
and administrative costs shall not be considered allocable to [R&D.”
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The combinec effect of these twy DAR provisions was that no GAA expense

was 3llocated to [RAD/B&P and, therefeore, it was not necessary to dis-

allow G8A cue to IRED/BAP expense peing disallowed. That intent was not
changed by CAS 410 since the CAS Board ingicates in 1ts prefatory comment
3(L) to the standard that the G&A expense allocatior is considered to te

an allpcation to a final cost objective, i.e., the contract, and that the
[R3D/B&P included 1n the base dallars is oniy there as part of the alloca-
tign meghanism. It is not to be considered a final cost objective in and

of itsalf. Therefore, the CAS standard does not mandate that the G3A
expense attracted by dollars representing unallowable IR&D/BA&P be diskllowec.
Allowing these G8A dollars is DOD's procedure. It accomplishes substantially
the same result as presently contemplated by DAR.

This concept raises a broader guestion as to whether G3A expense related
to unallowable base cost of a2 type other than IRAD/BA&P is also allowable
under CAS 410. The answer to that resides in the next to last paragrape of
prefatory comment no. 4 relative to CAS 405. That paragraph indicates the
CAS Board‘s understanding that the allowance or disallowance of these costs
is subject to the cognizant agency's cost principles.

The following model attempts to {1lustrate the effects of these factors:
a. ‘treatment prior o and under CAS 810
b. an alioccation base for IR&D/B&P that differs from the
base for allocation of GiA
c. unaliowable IRAD/BAP costs
g. other unajlowable costs
The model is based on the following assumpticns:

1. There are three contracts each finzurring costs of:

Labor £200,000
Burden 400,500
Material 150,000

S

2. There is a company-wide General & Administrative Expense Pool
of $305,000.

3. There is a coﬁoany-wide IRED/BAP Poo]l with expendityres of
$750,000. The pool is subject to a cetling of $500,000.

4, $50,000 of unallowable material changes are properly allocable
to Contracet #1.

5. Contract #2 is a services contract and is not part of the
contragtor's IRXD/BRP Base.
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Amount Paid-
before 410

Amount Paid
under 410

increase or
(decrease)

Attazhment A

ANALYSIS OF PRE & POST 410 DIFFERENCES

Lontract 7 1

31,043,335

$1,057,500

$ 14,165

Analysis of Changes:

Contract #1

Due t6 Inclusion

of all [R&D in

the G4A Base

Due to lower
G&A rate on
Unaliowables
as a resuit
of including
all IR&D in
the G&A Base

Total !ncrease

$ 12,500
s 1,665

or {Decrease) § 14,165

{ontract #2 Contract £3
$ 850,000 $1,100,000
$ 825,000 $1,112,500
$ { 25,000} 12,500

Contract §2

Contract #3

$ { 25,000) 12,500
0= -0-
$ { 25,000} 12,500

Vi-29

Total

$2,593,335

2,955,000

$ 1,665

Total

$ -0-

$ 1,665

$ 1,665
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WG 77-12

SUBJECT: Interim Guidance - Deliperate Noncompliante and Inadvertent
Noncompiiance

References: WG 76-8
DAR 3-1212

DAR 3-1214
Backaround

Paragraph (a)(5) of the CAS Clause requires an adjustment of contract
price or of cost allowance if increased costs to the Government occur because
the contractor fails to follow disclosed practices or cost accounting stamdards.
increased costs plus interest are to be recovered. Paragraph (g) of & CFR 331.70
Interpretation, provides, however, that if the failure to follow Standards or
disclosed practices is inagvertent, it is only necessary to recover the dif-
ference between cost increases and cost decreases plus interest.

The significance of 4 CFR 331.70(g) is that deliberate noncompliances
are treated differently from inadvertent noncompliiances. Thus, when deliberate
noncompliance takes place, the contractor must repady excess cOsts plus interest
on each CAS contract which has experienced increased costs due to noncompiidnce.
And, there can be no offset against CAS contracts which may have experienceg
decreases as a result of deliberate noncompliance. On the other hand, if the
noncompliance was inadvertent, the increzsed costs may be offset to the extent
the noncompliance results in decreased costs on other CAS contracts. (See
WG 76-8 for discussion of the use of offset in contract adjustment),

Drscussion

Clearly, in a noncompliance situation, it will be in the tontractor’s
interest to label the noncompliance as inadvertent, because it will
minimize his cost liability to the Government through use of offset. While
1t 15 not possible to anticipate the many kinds of case histories AlDs will
be required to judge, some batic questions can be discussed.

For example, if a contractor noncomplies with a disclosed practice or
Standard, can it be concluded that, because he had knowiedge of the requiremests
of the Standard or the disclosed practice, he is precluded from using the excuse
of inadvertence? The answer is no. He can claim inadvertence provided he
demonstrates that the noncompliance resulted from failure of his employees
to follow company policy and instructions. He should be required to desensirais,
however, that policy and instructions were made known toc concerned empioyees
and, that there was 2 good faith effort on his part to implement those policies.
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A situation might also arice when an ACO finds a noncompiiance,
known to the comtractor, Drings it to the grzer:izcn of tne coniracior
and convinced him that 2 nancomaidfance Truiy exsstii.  ln Tris examtle,
the noncsmpitlance should 2a1so ©e cons'cerea 1nadvertent.

ACOs may encounter situations in whicn similar noncamdliances, any
one of which would not be considered aeliberate 'rn and of itself, occur
frequently. A sufficient)y repetitipus pattern woulg support 2 conclusien
that the violations were deliberate. The materiality of the total occurences
should also be considered.

Another cityation arises when the contractor and ACQ are not in agree-
ment regarding the contractor's compliance witn a Standard anc the case goes
to the Armed Services Board of Contract Appeals (ASBCA). If the contractor
appeals the ACD decision, and ultimately wins, there is no protlem; because
he will have been found to be in compliance, But, what if he loses? One
solution would be to consider the noncompiiance inadvertent on the basis that
the contractor fully believed he was in compiiance. It could be argued that
this would encourage appeals to the ASBCA, whether they have merit or not,
and a case might be made that contractors should bear the risk of such appeals
because if they win they suffer no loss. If they lose, they accept the result
of deliberately noncomplying. However, this approach may be overly harsh. Onm
balance, it appears more reasonable to consider noncompliances to be inadvertent
when appeals are taken, unless it is determined that the appeal is based on
grounds that are clearly frivolous. Generally, the time and cost involved in
taking appeals to the ASBLA is adequate protection from abusing this remedy
just to avoid the effect of deliberate noncompliances. At the same time, it
appears reasonable to assume that the CAS legislation and the CAS Board's
rules are primarily intended to protect the Government, not penalize contractors
by extracting from them, costs that are otherwise reasonable and allowable.

A different example would be when a contractor is in neoncompliance with
disclosed practices, because he has changed an accounting practice and failed
to advise the ACD as required. If the contractor sunsequently takes necessary
action to extablish the change in accordance with DAR 3-1214 and the contract
clause in 7-104.83(b) what should the ACO do about the period preceding the
contractor's notification and the ACO'S determination as to adeguacy and
compliance? There is no doubt the contractor deliberately intended to follow
the new practice rather than that in his established disclosure statement. In
this case, there appears to be no excuse for the contractor to go ahead with
3 change and not give notice to the ACO as reguired. Deliberate noncompliance
seems to be the only reasonable determination that could be made for this period.

Guidance

Contractors should be notified at the earliest practicable time whether
noncompliances are considered to be deliberate or inadvertent,

Del{berate noncompliance should be determined when a contractor has not
made a reasonable effort to acguaint responsible management and cther affectad
personnel of the requirements of CAS and has not estavplished appropriate
policies for carrying out these requirements as established in pertinent contragt
and DAR provisions. When reasonable effort has been made by the contractar ind
noncompifance takes place, the ACQ, generally, should determine the noncompliance

to be inadvertent.
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Inagvertent noncompliance should also be the finding when 2 previously
unrecognized noncompliance comes to 1ignt and the contractor takes action to
maxe the correction.

Repetitive noncompiiances of like or similar character would constitute
persuasive evidence in sypport of a determination that the noncompliance was
deliperate.

Noncompliances which are formally appealed, and the appeal s subsequently
denied by the Board of Lontract Appeals, should be ccnsidered inagvertent
except in cases where it is determined that the appeal is based on grounds
which are clearly frivolous.:

voluntary changes in accounting practices should normally be considered
deliberate noncompiiances when they are impiemented eariies than 60 days after
the time the ACO has received notice as provided im DAR 3-1214. (A different
time period may be mutually agreed to by the ACO and contractor.) Following
this time period they should be considered as voluntary changes, or if the ACD
determines the changes to be noncompliant, they shall be considered as In-
advertent noncompliances.
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29 March 1877

WG 77-13

SUBJECT: Interim Guidance on the Applicability of CAS 405 to Costs
Determined Unallowable on the Basis of Allocability

Backoround

CAS 405 provides that a contractor must identify unaliowable costs.
Specifically, paragraph 405.40(a) provides that:

"Costs expressly unallowable or mutually a?reed to pe unallowabie
including costs mutualiy agreed to be unallowable directly associated
costs, shall be identified and excluded from any billing, claim, or
proposal applicable to a Government contract.”

An unallowable cost is defined in paragraph 405.30(a){4) as:

“Any cost which, under the provisions of any pertinent law,
regulation, or contract, cannot be included in prices, cost
retmbursements, or settlements under a2 Govermment contract tC which it
is allocable.®

It has been suggested that the last five words of paragraph 405.30(a)(4),
...t0 which it is allocable.” can be interpreted to mean that CAS 405 does

not apply to costs determined unallowable by the Government on the basis of
allocability, and thus a contractor is not required to identify such unallowables.

"

Discussion

It is the intent of the Cost Accounting Standards Board that CAS 405
apply to al) costs determined unallowable, including those so determined on
the basis of allpcability. This intent is consistent with the standard's
purpose as stated in paragraph 405.20 of the standard. Thus, the definttion
of an "unzllowable cost” appiies tpn ary cost which a contractor assigns to
Government contracts which is determined to be unallowable for whatever reason:
i.e. law, requlation, con%ract terms, or allocability.

Going one step further, assyme that a contractor proposes a cost on a contract
and it is questioned solely en the basis of allocability. The contractor has
two options: (1) he can agree with the Government that the cost is not properly
allocable and,therefore, unallowable, or {2) he can claim that the cost is allocable
and ,therefore, allowable. In the first case the cost is unallowable by mutual
agreement and in accordance with CAS 405.40(a) must be identified. In the second
instance, if both parties hold their ground and the cost becomes the subject of
a dispute, then in accordance with CAS 405.40(b) 1t becomes designated as unm-
allowable and must be identified 1f ysed in computing any billing claim for
the contractor to claim that the cost is ailocable while simuitaneously claiming
that he does nat have to identify it per CAS 405 because it is not allacable.
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Guidance

Contractors should be required to identify all unallowableclaimed casts “n
accordance with CAS 405, including costs determined unallowable by the
Government on the basis of ajlocapility. [f & contractor refuses 3
identify unailowable costs, including tnose determined not allocadle,

the contractor is in noncompliance and the procadures set forth in
DAR 3-1212 should be followeq.
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25 March 1977

WG 77-14

SUBJECT: Interim Guidance on fariy Implementation of New (ost Accounting
Standards Issued by the CAS Board

Batkground

Interim Guidance Paper WG 76-7, provided guidance on the "effective date"
and the “applicability date” of a new standarg. With regard to contractor's
proposals, WG 76-7 stated that contract effort occurring after the effective
date but before the applicability date should be priced uysing the contractor's
61d accounting practTEET"‘E??EF?ZEFGSEEted to occur on or after the applicability
date, should be priced in compliance with the new standard. Also, equitable
adjustment for those CAS-covered contracts in existence when a standard becomes

effective should cover the period from the date the standard beccmes applicable
through Contract completion,

The purpose of this paper is to deal with situations when contractors wish
to inplement new standards before they become applicable.

Discussion

Generally, two opposing approaches have been proposed. First is the proposal
that contractors should be allowed to implement a new standard any time after
its effective date and be entitled to an equitable adjustment, even though the
mandatory implementation (applicability)date has not passed. The opposite
proposal fs that early implementation of new standaros must be considered a
voluntary change and. therefore, the Government should not pay any increased
costs resulting from the changed practice.

Neither of the two extreme positigns 1s appropriate. In the first
position, the Government does not incur an obligation to pay increased costs
for effart prior 10 the applicability date; consequently the contractor
is nat entitled to equitable adjustments (i.e., increased casts} for the
period between the effect{ve date and the applicability date. The second
position pronibits the contractor from receiving an equitable adjustment for
that period running from the appiicability date of the standard to completion
of the contract, merely because he had implemented the change before the
applicability date. This is fnequitable and unnecessarily restrictive.

Guidance
Unless precluded by contract provision, a contractor may implement 2 new
Cost Accounting Standard on or after its effective date, but prior to its
applicability date. In this instance the following guidance is applicable:
a. The change will pe administered as a voluntary change orior to the

applicability date. No increased costs to the Govt incurred during this period
will be ailowed.
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b. The contracting parties will be entitled to an equitable
adjustment for those effects of the change which impact existing
contracts on or after the applicability date.

In summary, contractors may implement hew standards early,
but the Government will not pay increased costs that occur prior to
the applicability date.
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29 March 1577

WG 7715

SUBJECT: Interim &Guidance on the [nfluence of CAS Regulations on
Contract Terminations -

Background

It is reasonable to expect with the passage of time that more and mere
contracts being terminated will be CAS-covered contracts. Questions have
arisen as to whether there is & confiict between DOD's heretofore normal
termination cost practices as primarfly described in DAR 12-205.42 and CAS
Board Regulation, particularly Standards 401,402, and 406.

Discussion

CAS 40% generally requires that costs be accumulated and reported fn the
same way that they have been estimated. Since the cost estimates leading up
to the signing v’ a contract are ordinarily predicated upon the contract being
performed to completion, many of the costs contafned in the terminmation claim
are likely to be arranged in ways that are quite different from the cost
presentation contained in the original estimate.

Under the requirements of CAS 402 "like costs” 4im "like circumstances”
must be consistentiy classified as efther direct only or indirect only. Under
DAR  15-205.42, termination claims will often include costs such as settlement
éxpenses, unexpired lease costs, etc, as direct charges while those costs or

functions would have been charged as indirect costs if the contract had run
its course,

DOD's view ts that mormal termination procedures violate neither CAS 401
or 402. The termination of 2 contract creates a sityation that is totally
uniike the completion of a contract. It is not reasonable or logical to
extend the requirement for consistency with an estimate to an event which was
never anticipated in the estimate. The consistency requirement would be
violated, however, if a contractor had several similar terminations and handled
them in dissimilar ways. [t may be advisable for a contractor to document

n1s termiration accounting procedures as a part of his disclosed practices. The
circumstances ysuwaily associated with a termination also mitigate the reguirements

of CAS 402 since the "like circumstances” referred to in the Standard are
gererally lacking.

Another concern has been expressed as te whether CAS 40E conflicts with
the suggestion contained in QAR 15-203(e}{i} that a periocd shorter than a
year may be proper for indirect cost rate computations when contract performance
involves only a minar portion of the year. CAS 406 reguires that a contractor
use nhis fiscal year as his cost accounting peried. CAS 406 does, indeed,
prohibit the use of a shorter accounting period for CAS-covered contracts.
It has generally been DOD's policy to employ full year indirect cost rates or
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annualized representations of the same. That policy is now a requirement.
This means that & contract terminated and settled early in an accounting
year may use an estimate of overnead for the remainder of the year that
together with the incurred historical costs represents a full fiscel year.

UOD believes that contrary to the notion that Cost Accounting Standards
conflict with and overrule our termination procedures, the Standards tend
to support them. In CAS 410.50(j), for example, when a final cos: objective
benefits significantly more or less from G4A than the normal allocation would
reflect, a special allocation to the particular final cost obiective is
advocated. Both the special pool and base are then to be excluded from the
overall G&A rate computation. CAS 403 and 405 are also supportive of
norma] termination procedures in their advocacies of allocation methods
reflecting causal and beneficial relationships and direct associations of
costs.

Guidance

Normal DOD termination costing procedures as detailed in DAR 15-205.42
are stil] in effect. Termination Contracting Officers should assure them-
selves that within the context of terminaticon situations consistency is
honored to the extent that circumstances are similar. Overhead Rates
must represent 3 full accounting peripd.



14 June 1877

WG 77-16

S3UBJcCT: Interim Guidance on Applicability of Cost Accounting Standarcs
to Letter Contracts '

Backqround

The Cost Accounting Standards (CAS) clause (DAR 7-104.83(2)) provides,
in part, the following reguiremsnt:

....Comply with all Cost Accounting Standards in effect on the
date of award of this contract or {f tH contractor has sub-
mitted cost or pricing data, on the date of final agreement on
price as shown on the contractor's signed certificate of current
cost or pricing data....

Questions have arisen regarding the application of CAS to letter contracts.
First, does CAS apply to letter contracts, and 1f so, when? Second, what
significance does definitization of a letter contract have?

Discussion

Does CAS apply to letter contracts? Letter contracts are not specifically
:ommented on in Public Law 9i-379, CASE promulgations or DAR sections relating
to CAS. DAR Section VII, Part 8, include all clauses known to be appropriate
for the definitive contract which is contemplated. The CAS c¢lause at DAR
7-104.83(a) provides. in part, that CAS applies as of the date of award or on
the date of final agreement on price as shown on the signed certificate of
current cost or pricing data, unless the contract would otherwise be exempt.
Since certified cost or pricing data is not normally submitted prior to the
award of a Jetter contract, the awarding of the letter contract (if the
definftized contract should be subject to CAS) would require inclusion of the
CAS clause and be subject to CAS requirements at contract inception.

What is the significance of the definitization of a letter contract?
Definitization of a letter contract is a contract modification not a new
award; therefore, definitization would not trigger (activate) Standards
issued subseguent to the letter contract award date.

Guidance

CAS 15 applicable to letter contracts as of the date of award unless it has
been determined that the contract is excluded under one of the exemptions from
CAS requirements. Definitization of the contract would not trigger (activate)
any new Standards singe definitization is a contract modification rather than a
new contract. (See Interii Cuidance Paper WG 76-2).
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W.G. 77-17
6/14777

SUBJECT: 1Identificarion of CAS Contract Universe at a Contractor's
Plant

Background:

Whepever &4 contractor makes a change to his disclosed or estab-
lished accowntin, practices or is de-ermined to be in noncompliance,
the Administration of CAS clawse, DAR 7-104.83(b), requires him to
submit 3 cost impacrt proposal. An integral part of the cost impact
proposal is the list of CAS-covered contracts and Subconrracts vhich
will be affected by the change or noncompliance.

Diacussion:

The General Accounting Qffice (CAD), in its final report, entitled
“Status Report to the Congress on the Cost Accounting Standards Progras -
Accomplishments and Probleas,” found that auditers were spending an
inordinate amount of time verifying the completeness and accuracy cf the
153t submitted by contractors. The GAD recommended that the Dol develop
& procedure for idemrifying all the CAS-covered contracts and subcontracty
at a particular contracter's planc,

Ioherent in the Adminisrtracion of CAS clause is the responsibilicy
of a copfracrer to' 3upPply accurate and complete 1iszs of his CAS-covered
business. However, to preclude any misunderstanding and a couseguent
loss of tioe, the followlng guidance is provided.

Guidance:

In order to comply with the requiremenzs of the Administration
of TAS clause, DAR 7-104.83(b), contractors shauld be requited to
maintain a sysctem for identifying accurately and completely all con-
tracts and subconrracts which contain the Cost Accounting Standards
elsuse, 7-104.83{(a}. The ACO should ensure that the contractar has
Such 2 system and that 1t 13 funcsioning effeccively.
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LCBJICT: Interim Guidance for Izplementazion 5f (cost
Standard 4i4 - Cast zf Mopey as as Zlemen: ¢

of Facilities Capital: amg DPC 76~3

I. Jackground:

Cost Accounting Standard 414 establishes criteria igr the meagurs=
ment and allocarion of the cost of capital co rIed to facilitles as &n
element of contract cost. DAR  3-1300, {Item II, TPC 76~3), exiends the
CAS 416 procedures to all conrracrs negotiated on the basis cf z3st
apnalysis; DAR 15~205.50 gakes the cost of momey, when computed in accord-
ance with CAS 414, an allowable centract cost. Tne effective late cf this
Scandard and the provisions of DPC 7¢~3 is Occober L, 1876, Contractors
and subcontractors wmust follow the requirements cf both regulations om

all CAS contracts and subecontracts which are negotiated on or afrer chis
date,

In accordance with section 414.70 of the Standard, it does aot
apply if either the contract awatd darte or the date of final agr=zezent
on price as shown on the certificate of curren: cost tr pricing Zata
precedes Occober 1, 1976. Howewer, DPC 76-3 as modified by tha memo-
randum of Seprember 17, 1976, may apply the techniques cf CAS 414 o
contracts that existed priar %o October L, 1976. In cthese cases, the
techniques may be applied to congract modificaticns which prize contratt
line items nor previously priced, provided such work is performed after
Ogrober 1, 1976. This includes repricing actions under Iype & pTic:
redeterminations. It shauld be noted that use of the 414 technig-es
for these mod{ficacions requires mutual agreement of the parties and
thus is appropriate only when consideration flows to both partias as
a resulr of the use cf the technigue.

The cost of money 1is an impured cost which is identified wizh
che rotal faciliries capical associaged with each indirect cost pool,
and is allocazed to contracts over cthe same base wused tv allocate the
other expenses 1ncluded im the cost pool. Ino other words, the cost
of money may be considered to be am indirect expense assoclated with
an individual cost peal but separarely idemtified., Like all Indirec:
expenses, the cost of money 18 sybject To all the same allocation
procedures as any other expense which 18 allocable zo the selected
allocation base, and each element of such base, -ahether ailowadvls er
unallowable, should bear Lts prorata share of the cost oI comey.

The CAS 414 technigues must be used T3 cocpute the cost 2f money
in conneecrion with individus]l price propesals, forward-pricing rate
agreemencs, and with the establishment of final overhead rates.

Facilities capital ii~luded i{n the cest of =oney compuzation
includes cangible and inzangible capital assets thac genezate allow-
able depreciation or secrtization ad well as land which is integral
to the regular operation of the busineas unit, and Leased property for
which construczive costs of ovnership are allowed irn liey of -ental
costs under Governpent procurement Tegulations., The treatment of
lessed property under CAS 414 i3 not addressed in this interin guidance
Paper. This subject Will be discussed in a subseguent pader.
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page 2

CAS 414 and DAR 15-2C5.50 do not apply to facilizies where com
pensation for the use of the facilities 1s based on use Tates or
allowances ip accordance with Federal regulation, Alsc, CAS 414
provides that to be included in the base for the cost of ponmey calcuy-
laticn, the assat musl be used ino the regular business activity, and
UAR 15-205.50(a) states the base for cost of momey 1is faciliries
capital smployed in support of defense contracts. Thase latisr
criteria serve to eliminace igems such as the following from the cost
of momney computation:

1. Land held for speculation or expamaion.
2. PFacilities or facility capacity wvhich have beso
deternined to be axcass or idle i{n accordance

wish DAR 15-205.12.

3. Assacs vhich are under counstructicn or hawve
not yet besn put into sarvice.

II. Appliication ¢f Cost of Monev to IRSD and BAP Pxpense

A. Discusaion:

Quastions have arisan concerni: - the appliczation aof cost of
money to IRAD and B&P projects.

To be decidad are:

1. 1Is the cost of money to be considersd part of or sllocable
to, the ceiling?

2. 1s the cost of momey associated with ovar ceiling IRSD and
B4P expansa to be allowabie?

3. Is the cost of money associated with GSA expense allocable
to IRAD and B&P expanss?

DAR 15-205.3 and 15-205.35 govern tha composition, allocaticnm, and
allowability of IR&ED amd B&P costs. More spacifically, DAR 15-205.3(b)
and 15-205.35(b) scace that "Soth direct and indirect costs shall be
decerniced on the same basis as 1f the IR&D (ot B&P) project vare under
centract.” It, therefore, follows that the cost of acuey Ls sllotable
to IRGD and B3P projects and shoyld ba sllocazad to final cost obleczives
in tha same masnner as che IR4D and B4P sxpense. .

A quastion bas been raisad as to vhathar tha cost of momay should
be included in the tozal ceilings negotiated for IRAD and B&P. 1If this
is done, the ceilings vould not be comparabla to previous cailings which
did not inmclude these costs, and i would bae necessary to increszse the
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ceiling by the ameunt of che cost oF money applizable L the same

level of IR3D/B&P effort is tc be supporzed.

Anocher factor bearing cn this issue is the fact that the CAS
Board 1s currently devejioping new Cost Accounting Standards for IRAD
anc B&P. These Standards are expected to require changes in the
method of actounting for IRAD/E&P expenses. This change, following
close behind the CAS 4Lid4 change, would require two successive revi-
sions in the methad of accouncing for IRSD/B&P. Under the circumstances
it appears apprepriate teo continue Che present method of establishing
IRED/B&P ceilings {excluding cost cf money) and incorporate the effect
of both the cost of poney and the new Standards on IR&D and B&P ar the
time cthe effecz of the IRAD/B&P Standards are known. 7To accommodate
CAS 414 during this interim period, it will be necessary to obtain
agreezent with the contractor that while the cost of money is not
included in the ceiling dellars, such costs are to be allocated, and
the porrion associated with allowable-IRAD/BEP shall also be allowable.
It should be noted, however, that the cost of money assoclated with
G&A expense should be allccated as though 1t vere GEA expense (see
Interin Guidance Paper W.G. 77-11l).

B. Guidance:

1. The cost of money 4is allocable to IR&D and BSP and the
total allocable amount should be acecounted for separately and pot
included in the established ceiling. However, there musr be an
umdaratanding that:

a. The cost of money allocable to unallowable IR&D and
B&P (amount over ceiling) shall be considered unallowable.

b. Cost of money allocable to the allowable IRAD and
B&PF shall be allccated zo contracts over the same base used to
allocate the IRAD and BSP expense.

2. Cost of momey which is attributable to (44 expense
shall be allocated using the procedures sec forth in W.G. 77-11.

ITI. Revised Disclosure Statemenrt

A. Discussion:

Under CAS 414 the regular wethod of computing the cost of
wmoney is preferred. The alternate method is available if the contracting
parties can agree that the results of either method will be substantially
the same. Although a contractor should decide which method he will usae,
and follow it consistently, a change from one to the other should not
have a gignificant ponetsary izpact and contract adjustments should not ba
required. :
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A further opticn that a contTactor may make, fcr administra-
tive ease, 13 to include, ¢T exclude, che cost of money in the G&A
allocation base. Ounce an option is selected, & change froz one to the
other should be considered a voluntaly accounting change. The initrial
completion of the O4F form should serve as a baseline far the cont fac-
tor's earablished practices for cempliance with CAS 414,

It could be argued thar since the CAS 414 preferred regular
mathod requires the cost of zoney to be allocared by the same method
as depreciation, the contractoer's current disclosure statement provides
adequate visibilicy.

Moreover, the CAS Board disclosure statement does not expresaly
raquire the disclesure of the pracrices used by the comtractor ro deter—
mine and assign the cost of money. However, the cost of momey calecula-
tion i3 a significant accounting mac-er, and an adequate description of
the practices involved are virtually mandatory to ensure an understanding
of the accounting mechods relating to this new cost element.
Notwithstanding che appearance that the CAS 414 procedures are already
disclosed in coanecrion with other coat elements, there appears to be
sufficient leeway in CAS 4l4 for contractors to use methods other than
thosa disclosed for depreciation even under the “regular" merhod.

B. Guidance:

1. The contractor should be requesated to revise his disclosure
statement to include the procedyres related o CAS 414, This revision
may be a single statement zo the effect that the contractor will use the
Sama procedures used iz.identifying and allocacing depreciation to finmal
cost objectives and that land will be asaigned in the same manner as the
facilitins to which it relates. The contracter should be required to
amend his disclosure statements o include che procedures to be used in
decernining the cost of money when the CAS 414 procedures are expected
to vary from these used ro measure, assign and allocate depreciation.

2. The contractor should disclose whether he will use the
Tegular mechod and whether he will artempt to justify the use of the
alternaze method. Further, he should disclose whether he will include
the cost of money in the G&A allocarion base or not. Once an option
13 salected, a change from one to the other shoulld e considexed a
voluntary change.

The following is an example of how the contractor's
disclosure statement revision might be made:

4.1.0(n) [Y)
4,2.0(v) (Y]
4.3.0(1) {¥)
4.5.0 Continuation sheet.
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The cost of money is computed in
accordance vith the procedures set forth
in CAS 414, Ve identify aasers, calculate
net book values, assign net book value to
indirect cost pools and reallocate undis-
tributed net book values to indirect cost
pools by the same procedures as are used
to identify and allocate depreciation to
find cost objectives. ‘

For any accounting period in which it
¢an be demonscrated, and the ACO agrees
that no substantial differsnce will rasult,
we wvill esvimate, accumulate and report by
using the alternative mechod as demcribed
in CAS 414,

%.6.0 Continuarion Sheet

The cost cof money is allocated to
final cost objectives over the same base
unit of measure as is used to allocare
the other indirect expenses included in
the cost pool to which the coat of money
is related.

For all actounting periods, whecther
the regular or alternative method is
used ve estimare, accumulate and report
by including the cost ¢of money in the
cost 1zput base used to allocace G&A
expense to final cost cbjecrives.

1v. Application of CAS 414 to Price Proposals

A. Discussion: .

The fundamental concept of using current, accurate, and complets
data in pricing proposals applies equally to daza used o compute proposed
cost of money. Thus, historical or forecasted costs used in pricing cost
of money in proposals zust represeat the best available informacion

The Secrezary of the Treasury determines che cost af money
rate to be used in computiang the cost of money factors pursuant to
Public Law 92-41. The rate published in December is to be used from
1 January through 30 June; the rate published in June should be used
from 1 July through J1 December.

In ealeulating final overhead rates, the Standard provides
that the cost of zoney rate be the average of the rates ip effect during
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the fiscal period. Tor example, the average rate for CY 13976 will be
§.625 percen: compured as follows: £8.75 (Jan - Jum)+B.30 (Jul - Dec)
¢+ 2 = 8,525 percent. For a fiscal year ending 11 January 1577, the
average rate would be §.342 percent computed as follows:

Febh - Jum 75 Jul - Dec 75 Jan 77

(8.75 x 5) - (8.50 x 6) + (7.75 x1) = B.542
12 Months percent

The contractor is responsible for computing and aupporring the
cost of money factors. The aud{tor i{s responsible for revieving che
factors and the ACC is responsible for determining the validity of the
facrors for contract cost and pricing purposes. Where the contracter
alects to omir the allocable cost of money from his proposal, such coses
should be designated as wmallowable, and may not be included in the
profit. (The "cost of woney" cost element is not o be confused with
“capizal employed,” a separate profit consideracion factor.) In additiom,
he 1s still required to cowpute the cost of money factors in accordancs
with CAS 414. The contractor's failure to make the computation should be
considered a violation of a requirement of the Standard, however, in
virtually all cases, the noucompliance will nat result in increased coat
paid by the Governmenrt.

The Standard provides that where the cost of money is to be
decermined on a prospective basis the cost of money rate sShall be based
on the latest available rate publighed by che Secretary of the Treasury.
Ordinarily. "based on” should be interpreted to mean ''the same as.”
However, there may be circumstances when it would be berter o use a
race other than rhe latest semi-annual rate. One Such case would be
when the average race to be used in costing the contract is knewn. This
situation #ay occur wnen a short term contract is negotiated and performad
within the si1x month period (or cther shorter period) afrer all the rates
to be weighred in actual historical OfF dererminatien are known. Anctherx
cir¢ymstance is when the historical zechod of estimazing is used. Soues
models indicare that the historical method will rartely be appropriate for
projecrion purpcses and a close examination should be made befare this
method Iis accepred as a basis for negotiacion. Contractots will frequemtly
modify the historical data for projecrion purposes. Any such modificatisa,
such as, use of the latest available semi-annual interest rate (columm L
of CASB-CMF), should be considered a proposal made under the projected
method. Such proposals are acceprable even when the contract period is
expected to be less than one year.

Under the historical method, the cost of money factors (columm
7 of the CASB-COMF)} will be the same as used to establish {inal overhead
rates fcr the copntractior’'s latest completed ctost accounting petiod. This
method of estimating facilities capital to be emploved, and the related
cost of momey, assumes that che -relationship between the cost of money
and the allocation base will yield a constant cost of money factor over
the contract performance perisd. This assumpticn 1§ comparable to the
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assusption countracrors make when propesing indirect expenses using an
unadjusted, experienced overhead rate. The assusption that a constant
factor will be appropriate rests upon the three variables involved in
the coat of money computation: the interesc rate, the net took value

of facilities capital, and the alloccazion base. Even cincr changes in
che interrelationship of any of these variables may substantlally affect
the ccst of money factor.

The Standard requires thit the latest available seci-annual
interest rate be used for estimacing purposes and this rate should be
compared to the historical average. Known and anticipated additioms
and deletions of assets will require close examinartion to derermine
the affecr on the factors. The effect of the annual depreciation on
40 unchanged level of facilities esployed will reduce che nef book
value sufficiently to make the historical factors inappropriate. The
allocatriom bases used in the cost of money compuration should be con-
siszent with those used in estimating overhead rates. Mere inflation
could significantly change the relationship of rhe base to the imputed
cost of money since the net book values are less subject to inflacion.

Under the projected method, the cost of woney factors will be
based on the latesr available cost of money rate and a forecasz of the
facilicies net book value and allocation base for each cost iccoynting
period of contract performance. This method should be used wvhen the
contracicor can reasonably demenstrate that there will be major fluctua-
tioms in the levels of faciliries employed or the allocation base tc be
experienced by the business unit during contraccor performance. The
interest rate which will bde in effezt at the conclusion of the nego-
tiation and applied to the contracter’'s estimate may not be known when
the audif report is written, or whan the negotiation begins. Accordingly,
care should be exercised tc assure that the mos: recent inTeres: rate
published by the .Secretary of the Ireasury in considered.

B. Guidance:

1. 1If a2 concraccor does not propose che cost of money, which
would be allocable to the resultant contract, zhe PCO should specify in
the contract terms that cost of money will nor be allowable as an element
of cost under the contract. In no event zav the cost of =oney as computed
in accerdance with the procedures set forth tn CAS %14 be inczluded in
profic.

2. When there is no ipcrease in zcst paid or Zo be paid as a
result of a noncompliance with CAS 414, a determination of noncompliance
need not be issued. The contract auditor sheould net be expected to issue
a noncompliance report unless specifically requested by the AZD.

3. A careful reviev should be made before the historical
mechod 1s accepted for pricing future work, because the historical methed
oay result in a cost of momey facior substantially higher than that wnich
will actually be experienced.
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4. When a nev interest rate is determined prior to or during
Begotiaticns, tha PCO should consider reccmputing the cost of money
amount before finalizing nsgotiationa.
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CAS STEELRING COMMITIZL INTURIM GUIDANCE

w.C. T7-19%
18 Awgust 1977

SURJECT: Administration of loased Pacilities Under Cost Accounting
Standard 414, Cost of Money as an Elerment of the Coat of

Faciliries Copital

References: a. W.G. 77-18
b. DAR  15-205.34, 15-205.48 and 15-205.50
e. DPC 76~3

BACTCROUND

Cost Accounting Standard 414 provides that the cost of money will be com=
puted on the average net book value of facilities capital items, including
cercain lesxed facilities, for which constructive cost of owuership is
allowed in lieu of rental cosrs under government procurcment regulations,

DISCUSSTON

Two major isgues have been raised regarding the implementstion of Standard
414 in administering leased faciliries: (1) wherher to rccognize cost of
money 28 a part of constructive cwnership cost in determining whether
allowable cost will be hased on constructive cost of ownership eor rental
costs, and (2) when to include the net book value of leascd assetz on the
CASB=-CHF form.

{1) Whether to Recognize Cost of Money as Constructive Ownership Cost.
Cost of mouey 15 a cost vhick the contracter would be allowed Lf he had
purchased the property. Therefore, it should be included as an ovnership
eost in making rhe determination whether allowgble cost will be based on
construztive cost of ownership or leasing costs. After that determinatiom,
cost of money should be allowed as a scparate item under DAR  15-205.30 and
not included as a constructive ownership cost in Jerermining allowable cost
under DAR 15-205.34 and 15-205.48 for each accounting pericd.

(2) When to Includz the Net Book Value of Leased Asscts on the CAST-CMF
¥Yorm. Timing tor inecluding ner book value of leased asscts on the CASB-OF
form involved at least Lwo possibilities: (i) at the lLepinning of the lease
tere, or (ii) at the timc when cuwulative leasing cost exceeds cumulative
cost of ownerchip, commouly referred to as the “cross-aver point™.

{1) Bepinninpg of the lasse. This 43 the period scircted for reflect-
ing the net bool value ul lcased assets on the CASE-CUE f{orm, By dincluding
the net book value on the form from the beginning of the lease term, average
assct valucs can Le shoun for all cost accounting periods during which the
asset is used. This piocedure is in accord with prescnt regquirements at
DAR 15-205.34 ang 15-i05.48 whieh requive that constructive owncrship casts
be cemputed [rom the bepanning of the Jease ternm in order o detcrmine the
allowability of lcasinz roct. The procedure !s also in accordance with
recently issued, pouwernlly accepied Accounting priuciples (Tinancial
Accounting Standavds 2oard Statvwent. §13) vhen capitalization of lcases s
requircd for financizl reopovtinr purpuses.
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(11) "Crosa-Over Toine”. This peried for reflecting the net book
value of leused essets on the CASD-CHT was considored but rejected for
scveral reasons. Average asset values would nor be shown on the fors
during early cost accounting periods, snd would not Le part of the profit
base during those periods. Contractors would not reccive cost of money
allowance cormensurate with the valee of ths asset comgumed during {ts
use. Scleetion of the

Yeross-over point” would not be in conformance with
gencrally accepted accountinf principles when capitalization of leases
is required for financial reporting purposes.

CTIDANCE

1. Cost of money should be included as an ownership cost in making the
deternination whether allowable cost of leased facilities will be based
on constructive cost of ownersilp or leasing costa.

2. Vhers it lLias been determined that tec alloev leasing cost is more
advantageous to the government, the value of the leased facilitfes will
not ba included inm the cost of monay as a ctost cf facilities capital
compuytacion. .

3. leased assets for vhich a decision has been made to limit reimburse~
ment o constructive cost of ownership under DAR 15-205.34 and 15-205.48
will bz included on CASD-OMF form at their net book value computed st the
effeccive dare cof Standsrd 414 or at the beginoing of the term of th.
laase whichever is loter.

4, YNer book values, for the purpose of computing a contractor’'s cost of
facilizics capital on leased zssets shall ba cezputed based on-the

aaset's fair value at the beginning of the term of the lease less an

swount pgquzl to actusulated depreciation from the beginning of the term

of the lease corputed in g manner as if the conmtractor had purchazcd ths
asser. The cost of money will not be included in rhe net book vaiue of

lpased asscrs as reflected on the CASD-OMF form.

5. The cost of money related to leased asgets will be sllecated to
benefitin: cost objectives as an integral part of the cost cf moncy factors
for all casital assetrs, as prescribed by Standazd hHl4.

é. Conciztent with Interinm Gufdance paper U.G. 77-18 land vill be shown
on the CASA-CMT form (ut irs fair valuve ot the begianing of the term of the
t {8 used in regular business operations.

1."‘) for £aca nc:nml:inn ptfd -~
-~ J‘ .ﬂéﬁ

Mﬁ. BABIONE

Amajigtant Director

{Contracta and Syntem Acnuirition)
Offire of the Dircctar, Defenae
Rasecarch aad Legincering
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SUBJECT: Policy ror Withdrawing Deterzinaticn cf Adequacy cf
Disciosure Statement

Backgrzrmd:

Defense contractors and supcontractors are required, as a conditien
of comcracting, to discleose in writing an adequate deseription of cheir
tost accounting practices. A Disciosure Statement is considersd adequate
1f it is curreat, accurate and complete. There is wide confusion as Lo
the right of Governmen: o withdraw the determination of adequacy of
disciosed practices when they are nc longer considered adequace.

Discussion:

Questiens have been rsised as to whether the ACO has a right to
withdraw an adeguacy dererminarion that was previcusly given. Any con-
siderarion of the factors bearing on thias question would fndicare
that he not only has a right, bur a duty, to take this accion if the
Statement 13 determined, at any time, to be inadequate. Fallure to do
20 would reli{eve the contractor of any requirement to maintain che starze-
@eal in a curreat, accurate and complete starus afrer the inirial
deterzination of adequacy had beem given. This would ultimately render
the document complecely useless.

A notizce to the contractor that his Disclosure Szatement 1s no
longer considered adequate will have the effect of making the contraccor
izeligible to receive new conrract avards. This, obviously, will disrupt
4and delay normsl procurement processes and such action should, therefore,
oot be caken unless 1 i3 based on substantive issues., On the other hand,
auditors and ACOs should not delay advising contractors of revisions o
the Disclosure Statement that may appexr necessary even though the issua
Bay not be of such magnitude a3 to warrant withdrawal of the adequacy
determination. Iz is important that issues not be accumulated over a
period of time, to be rsised at the cime of a new contract negetiation.
This will only serve to further complicate and prolong normal procyresent
procedures.

There i3 seldom a problem in determining whether a Disclosure
Statement i3 curremt or accurate. There i3 a problem in decermining
vhether {t is complete. To be complete the scatement must contals a
level of derayl adequate to fully discuss the accownting practices
vhich the contractor employs. Ar the same time there is no need for
burdening the stacement with minuscule descriprions of accounting
procedures that will have no discernible effect on rhe flow of costs
even if they are changed from time to time.

A deterzination, that the level of derail In 3 Disclosure Statement
is adequate, is judgmental and thus the derail should be expected to
vary from contractor Lo COntracror OT even between cost centers of a
particular contractor depending upon the volume of mix of business or
complexizy of the accounting system. As the volume fncresses the mix
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changes or sccounting procedyres become more complex, the Discloawre
Statemant would be expected o become more detailed.

Materiklity appears to be the key word in determining what
level of derail should be required. Thus, accounting procedures wfch,
if changed, would not have a material effect om the flow of costs,
eicher nov or in the foreseeable future, should probably not be intluded
in the Disclosure Statement.

Guidance:

Maserialicy should be a major factor in deciding the level of
darail required to he disclosed., A prime consideration should be
vhether a change In accounting procedurs at the level of detiil unser
cousideration would have a material «ffect on the flow of costs, ow
or in ths near fusyre.

The level of detall needed to adequately deseriba the accounting
practices vill vary depending upon volume or mix of work in the plsat
oY COSt center, Or complexity of the accounting system.

Contrastars should be advised izmediately when a2 revision to cthe
Disclosure Statement is considered necessary.

ACO's do have aurthority to withdraw an adequacy dererminacion
praviocusly given for a Disclosure Statemenz, bur action ro withdraw
the determinarisn should noc be taken unless the issue is paterial
and the contractor will not make the ravision.
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InS STEZRING COMMITTED INTERIM GUIDANCE
AMENDMENT 1 TO W.G. 78-2%
APRIL 10, 13681

SUBJECT: Implementation of CAS 410, Allocaticn of Business Unit General
and Administrative (G&A) Expenses tc Final Ccat Objectives

REFERENCE: Ww.G. 78-21, i6 January 1973

BACKGROUND

W.G. 78-21 provicged guidance in respense tc specific questions which tiaa beea
surfaced during the implementaticn of CAS 410. However, questions remain
concerning the most appropriate cost input allocaticon base to De used in the
distribution of G&A expenses to final cost objectives. Basically, the unaerlying
issues concermed the answers to Questicn #3 and Question #5 in W.G. 78- 21.
Specifically, is total cest input the preferred allocation base (Question #3) and
under what confitions would the inclusion of material and subcontract ccsts in the
allocation base distort the assigmment of G&A expense to final ccat cbjectives,
therefore, requiring selection of the value-added cost input base (Question #5)7

DISCUSSION
QUESTION #3

The question of whether the total cost input aliccation base is the preferred
base under CAS 410 has been emphasizeq beyond its relevance to the proper
implementation of this standard. Therefore, the guicdance contained in W.G. 78-21
is restated as follows.

ANSWER

There 1s no specific statement of preference in the atandard. The standasd
says, "A total cost input base is generally acceptable as an appropriate measure of
the total activity' of a business unit.®™ The prefatory comrents say, ". . .the term,
total activity' refers to the production of goods ana services during the cost
accounting pericd.® Thus, unless circumstances exi8t wWhere 3 significant
difference is apparent between the activity involved in the production of goods and
services during the cost accounting period and the costs of such activity, a total
cost input base would satisfy the requirements of the standard. When circumstances
ex13t where total cost input does not appear to be an appropriate measure of total
activity of the business unit, other bases available in the standard should Ye
considerea. The value-added base shall be used where inclusion of material and
subcontract costs would significantly distort the allocation and where costs other
than direct labor are significant measures of total getivity. What constitutes a
significant distortion in this context is addressed in Question #5. The criteria
for use of a single element ccst input base are very specifiz. The standard says, ™
single element cost input base, e.g., direct labor hours or direct labor dollars,
which represents the total activity of a business unit may be used to allccate the
G&A expense pool where 1t produces equitable results. A single element



Dase may not proauce egultatle results wnere cther measures of zotivisy are alss
significant in relatilon to total activity. A single elsment base is inappropriate
wnere It is an insignificant part cf tne total cost of some of the final cost
objectives."

A perfect reflection of total activity may not oe reasonaoly expected [rom any
of the three cost input bases available in the stanzard. The selection of a cost
input allocation base which best represents total activity must be predicated on an
analysis of the relevant circumstances at each business unit. The relevant
circumstances considered shiould be those experienced in a typical cost accounting
period rather than unique circumstances existing at one time or within a single
accounting period. Purification of the G&A expense pool is a viable approach to
minimizing any potential inequities whichmay surface in implementing the standard.

QUESTION #5

The criteria for establishing the existence of a significant distortion
appears to have been confined in practice to the two examples contained in the W.G.
78-21 guidance: Government-furnished components and precicus metals. These two
examples had not been intended to be all-inclusive as instances where the value-
added base must be selected. To illustrate this point the answer to Question #5 in
W.G. 78-21 is amended to include another example where a significant distortion may
exist, as follows:

ANSWER
¢. Disproportionate Material and Subcontract Content.

The existence of a wide range of material and subcontract content among
eontracts may signal the preccndition for potential significant distortion., For
example, suppose that a contractor's material and subcontract content for most of a
business units total activity normally ranges from 20 percent to 70 percent of total
contract costs. This situation, inand of itself, does not prove that a significant
c¢istortion exists. Such a distortion may exist if the material and subcontract
content of most ceontracts falls at the range's extremes. However, no significant
distortion would likely exist if the material and subcontract content of most
contracts fell withirn a relatively narrow band within the range (e.g., 30 percent to
50 percent). It should be noted that the percentages used in this example are for
illustrative purposes only and are not intended to be uniform guidelines. Whenever
there is an indication that a significant distorticn exists, further consideration
of the circumstancses is necessary to arrive at a conclusion. Disproportionate cost
ratios may merely represent variations in activity. For example, analysis of the
activity on the contracts witn extremely high material cost content may disclose
that the costs represent subcontracts which are designated procurements and drop-
shipped to the customers. Such circumstances would support a determination that
the costs do not fairly represent the activity performing the contract. On the
other hand, the analysis may disclose that the costs represent subcontracts for work
that is subject to make-or-buy @ecisions and in fact is being performed in-house on
other contracts. Such circumstances would support & determination that the
material costs are representative of the activity of performing the contract.
Consideration of the particular circumstances is essential before making a
determination.
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CAS STEIRING CUMNMITTEE INTERIM GUIDANCE
W.C. 78-21
16 January 1978

SUBJECT: Implementation of CAS 410, Allucation of Lusines:c Unit Ceaeval
and Administrative Expenses to Final Cosec Objectives

Referenres: a. W.G, 77-]11
b. DAR 15-201.4

BACKLROULD

W.C. 77-11 provides guldance on implementation matters identified
at the time CAS 41C was promulgated. Addirional questions have surfzced
during the develapment of coutrfactor implementation propecals. This
papcr addresses those questlons.

DISCUSSIOY

Since a variety of issues and related guidance are involved, the
guidance will be prescnted in a gquestion and ansver format.

1. Question

Is {t appropriate to Include functional costs, such &z program
management, hdrocuverment, etc., in the G&A pool if all costs of a partic-
ular {unvtion are Jncluded?

Ansver
Asver

Re, unless the tosts ure insignificant. As defined in CAS 410
and cmphasized in W.C. 77-11, G3A expenses are incurred for the general
management and administration of 2 business unit as a whole. They must
be allocated to final cost objectives on & base that measures the votal
activity of the business unit. GSA expences are intended o have no
direct causal or benefinial relationship with any intermediate or final
cost objective. Applying the CiA definition requires apprepriate purifica-
tion of the (LA expense pool. Expenses such as program management, pro-
curement, subcontracr admintistration, GEA-type expenses incurred for
anothey segment, cte., should nor be identified as GSA expenses. They
chculd be the subject of a separate disrribution in reasonable propertion
to the benefirs received,

2. Question

Prelatory remarks in the standard say, "Contractors vho have
included selling costs in a cost pool separate and apart from the GaA
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cxpcnie pool mcy cantinue that practice or may change and include selling
wo:ts in their GCaA exponse pool.” May selline costs be included in the
Cih cxpense ool if an fazguitable distribution results?

Answver

No. Although the prefatory recmarks are permissive in this
regard, the standard's fuadamental requiremeat paragraph 618.40{d) (1)
Tequires = separate allccation of cusntsy which can be allocated to busi-
ncss unlt cost objectives on a heneficial or ¢auwsal relotionship vhich
iz best measured by a Lase orher than a cost input base, Further
requirements in paragraph 410.50(b)(1l) indicatc that the allocation base
for combined pools must be appropriate for both. ASPR trests of allo-
cobility and reascnableness must also be satisficd. Therefure, if a
signiflcant disparity exists in mavrkering activity {or elcoeats of the
bugkiness, selling cxpensas should he the subject of a separace disiTibu—
tion in rezsonable proportion co the beneflits received. For example, 1
moy be appropriate to scparacely aliocate selling coats of foreign and
domestic markets.

3. Question

The standard says, "The cout input base selected to represcnt
the total activity of a business unit during a cost accounting period
may be: (1) total ceat impur, {2} value-added cost input, or {3}y zingle
element cozt input.” Is the total cosr input base preferrcd?

Angver

Yes. The standacd says, "A total cost input base is generally
acceptable as an appropriate measure of the total nctivity of a business
unit." The prefatory comments say, “. . . the term 'total activicy'
refers to the production of goods and services during the cost accomncirg
peried.” Thus, unless circumstances exist vhere 2 significant difference
is apparcnt between the gcrivity involved in the production of gooda and
services during the cost accounting period and the coscs of sueh activiry
4 total cost input base should be used. When circumstances exist vhere
tetal cest input does not appeatr tO be &n appropriite measute of tofal
activity of the business unit, other bases available in the stondard
should be considered. Hewever, the conditions invelved should be care-
fully considered before doparting from a rocral cost Linput base. The
volus-added base shall be used vhere inclusion of materizl and swubcon-
tract costs would significantly digtorc rhe allocacion and waere costs
other than direet labor are significant measyres of tdtal azriviry.

What conacituces a significant distorcion in this concext vill be
addreczed &8 a scparate guestion below. The criteria for use of »
single element cost inpuil base are very specific. The standard says,

"A single elcment base may nnt produce equitable results where other
beasures of activity are also significanc in relation te total acriwicy,
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A single element base is inzppropriate whan i {s an insi"n~..ban: part
of Lhe Lotal cost of some of the final cost objectives.” Considering
the criteria for the use of ths value-added and single-element hases,
the thrust of the staundard is toward implementing a tocal cest input
base in most situations. SByrificatrion of the G5A expense pool is the
moat viable approach to miniiszing any porential inequities which may
surface in implemencing the totul cost input base.

4. Quesrion

Should interdivisional transfers be included in a toral cost
input base?

Answver

Yes. The inclusion of interdivisional transfers in a total
cokrt inpul base is supported by several provisions of the standard. CAS
410 40(bj) (1) states chat business unit GéA cxpenses shell be allocates

- + - by means of a cost input basc representing the total sctivity of
the busincss uait. . . ." CAS 410.50{(d) supplements that fundamencal
requirement by stipulating thar the cost input hase used to allocate GSA
costs include "all significant elements of thar cost input which repre-
sents the total activiry of the business unit." Prefatory commuent ac. 1

.also lends support by stating that “, ., . vhen a total cost Iinput base
her becn selected, all sipgnificonct costs other than the costs facluded in
the CLA cxpense peol Should be included in the tase.™

Given this interpretarion of CAS 410, there are only two ways in
which interdivisional traasfers may be excluded from the receiving divi-
sion's GIA base. These are (1) the use of a bive in oppropriate circuo
stances whose constituent parts do not include material, such as value-
added or single-clement base, or (2) when the interdivisional receipts
are not significant.

Disputcs as to the inclusion of costs such 2s interdivisional
eaterial or the selection of a base often obscure a more fundamental
aspect of compliance with CAS 410. This is the requircment that the
GiA pnol represcnt only tha centralized manapement costs as discusced
in question mo. 1 of this guidance paper. Correct “purificacion™ of
many existing GaA pools will greatly minimize the impact of Lase sclec-
ticns.

5. Question

What type of circumstance would meer the valye-added base
criteria that inclusfun of matcrial and subeontract costs would signif-
icantly distort the sllocatfeon of the CEA expense pool in relarion te
the benefits received?
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Anavery

Responding to this questinn recuires convideraiian of che contexc
in which the criteria i3 presented In tne standard and oi relatcd ~omnents
putlished by the CAS Board.

In describing the G&A basc in 410.50{d}, the CAS Beard said,
"The cost inpur base used to allocate the CaA expense peol shall ineclude
all significant elements of that cost iurut which represent the total
accivity of the business unit.” In wne prefatury commenes the CAS Doarzd
said, . . . the term 'tozal activity' rafers te the production of poods
and services duting 3 cost sccounting pericd.” What is be'ng pursued
for the hase is a flow of costs which bears a reasonable relationship
with the producrion of goods and services. The cricteria for & valuw—
added base appcars to be referring to a sipuificant distorcien in that
relationahip.

The production of goods and services reguircs magerial, laber,
overhead, and echer direcr and indirect clewents in varying amounts.
The fact that a variznce in amounrs occurs usually refleczs a varisnee
in acrivity dinvolved rather than a distortion in the relarivnship of
costs and aetivity. However, when the pcotivity involved in cost objee-
tives is gimilar but the coses vary significantly, this usually indiezzus
that a distertion exists for which usc of a velye~added basc rhould be
considered.

Two examples of circumstances in which significent discorticns
would likely lead to a decision to use o value-added base are descritved
below:

8, Govermnment~furnished componcnts. The Goverament may furnish
engines in its conctract for aireraft. Similar afresafc are sold to
cormercial customers, but the contTactor iasuea subcontracts far the
engines, including engine costs as part of the price., The same sencrel
management and administration of the businnss ucit 25 a whole ewists
vhether the tusromer furnishes the comnanents or ndt. Canscquently,
including the component costa would mignificantly distort the resulea
of using a total cost input base, Assuminp no other circumstances ol
the concractor’s activity would citipate satisfaction «f the standard's
eriteria for use of a valuc-added base, exclusicn of material zand suhe
contract costs would probubly eliminate the Jdisrortion (the stondard
does not permit exclusion of eagine costs only).

b, Precious merals. Products with sieilar eoniipurazien nmay
have as the only difference the fabrication of one in pold and the other
in sheet wetal. The result would bhe that one praduct would have zuch -
subsvantizlly greater material ecost level that toral cost inpur would
not bec representative of the activity of the business uric. lowever,
this type of circumstaice sheuld be raviewed with svecial care.  Addi-
tional general management and adminiscration costs may be necessaly
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because of the preater cos: level. For exsample, more financial accounting
miy be tequited to determina cash flow requiremenrs and 6 support financing
arrangements. Top-level management may be expected to monitor high-cost
arcas more than otuer clements of the business,

Once & distortion has been identified, the CAS Board's published
matcriality criteria may be helpful in determining whether the distorticn
is significanc.

Equally imporiant to asgessing whether a significant distortion
exists 1s considering whether use of a value-added base would minimize
the distorcion and resulr in an allocation best representing the total
activity of rhe business unit during a cost accounting pericd. 1f noc.
ite uce would not vomply with the basic requirexzent of the standord.

6. Question

The standard states, “A value-added cost input base 13 taotal
¢ost less marerial and subcontract comts." Should -indirecr material and
subconrract costs be cdeducted ftem total costs to arrive at the value-
added base? What is the definiticon of subcontract costs?

Anesaer
Falibd o2

The costs deducted from total costs to determine tiie value-added
base shouid be linited to direct material and suocontract eosts. The
DD Forr 633 uuder the heading of Jdirect material provides an authoritative
Gefinition of subcontract costs which states, "lnclude parts, components,
csscmblies, and services to be produced or performed by otncy than you
{the contractor] {n accordance with your designs, specificarions or direce
tlons and applicable enly to the prime concrace."

In appiying rhis definition care must be taken to avoid anappro—
priate inclusions or exclusions frow the value-added base as 3 result of
a broad application of terminology or individual contractor account
classificatious. For example, subeonrract labor of the “body shap™ zype
is rfren us~d o supplement the normal work force and is used irter~
changeably with the regular employces under the dircction of the same
supervision. Under these circumstances, the wvork perforred does roat {it
the definition of services to be perfarmed by cther than the cenrracrer.
Thus it would be inappreopriate te deduct these amounis from the tacal
costs. On the other hand it would be appronriate to deduct the cost of
subcantrazcs for items such as interior decoration of aircrafe cven thoush
8 contractor accounts for them as part of other dirccr costs.

7. uestiog

When ruy 2 single clement cosc input base be used to allocare the
G&A uxpense npol?
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Answer
A ginglc-clement cost inpur basc may be used when a contracror
con demonrtrate that 1t best Topresents the toial activity of a businese
unit and precguses ceuitable results. Thus, o single-clement base suych as
direct labor drlliais may pe used when the dirsct laboer dellars are sigaiti-
cant and the other measures of activity are less significant in telation
te tolal activiry. 1lhe contractor should periodicslly analyze the single
element base Lo assure that it continues To pest represent tolal aetivicy
and produccs equitahle results. When other measures of activity become
gignificant, a sinple-element basc may not produce equitable results. A
single-clement base is inappropriate when it is an insignificant part of
the total cost of some of the final cosc objectives.

8., Gucsrion

CAS 410.50()) prescribes use of a speclal allocation of GIA
exprnse® where a particular final cost cobjective in relacion to other
final cost objcctives receives significantly wore or Yess benefit from
GbA expense than would be reflected by allocation on an ocherwise accent-
abic cost input base. What guidelines should be followed in applying this
provision?

Answver

Tae CAS 410.50(§) provision 1s . ‘plicahle only to a parcicular
final tost ebjrctive which is an exeception to the :ontractor's normal
operatiun. Ar illustration of a circumstance appropriate for using a
special allocation 1s showm in CAS 410.60(g) A contractor who rormally
tenstructs base gperating facilicies reccives a significancly unusual
requirement in one contract to acquire operating cquipment for ths base
being cunstrvcted. A particularly imporranc comment there says agreement
by the partiecs is necessary. Taking this in conjunction with th» sizrndard's
rraf~tory comnent that the special allocation provision calls fer :he
excreise of judgment, it appears that the intent is to use the special
allocatien provision in exceptional cases to resolve situatiens vhere
eguitable allocation to a particular cost objective cannoz be achieved
by normal) methods.

Prefatory comments to the standard state:

If the CAA expense peol meets the requirements of the
Stardard, the existence of a need for special alloca-
tien 1o a class of contracts or type of situation
would indicate that the allocation base being used
is not representative of the total activity of the
businuess unit during & typical cost accounting peried.

Thus, brfore approvins 4 sncelal allocation the GiA expenee pool should

be carzfuliy revirwed to purifv it eof any capenses which may he allocated
ta cozt coleclives more direccly £han by o ¢oSC input base, Tf a signifi-
cant Afdteriiun still exscts, then the cost input base sclpoered should be
reeonsider,u.
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Adninistrative Contracting Officer should exercisec caution in
apreeing to the use of a specicl allocation. The use of & special allocarion
to gain a gomperitive advantaxe 1s uot appropriate. However, it 1s recog-
nized that the gsme operaticn mav be normal in one coptractor's circumstones
but represent n specizl allocation situation in another contractor's
ciretmstance.

9. Question

When a special allocation under CAS 410.50(j) is used, must it
be described in the contlacter's Disclosure Stztemznt?

Answver
apseer

Yes. The contractor must amend his Disclosure Statement, Other-
wise the contractor would be in noncompllance for failure to fullow
disclosed practices. The description should ifdentify not snly the special
allocation but also the circumstances which required its use.

10. Question

CAS 410.30(g)(2) provides that separate msllocctions of sipnifi-
csnt home office centralized service functions, staff management of
specific activities of scgments, and ccntral payments or accruals shall
be allocated to segment cost objectives in pruportion to the beneficial
or causal relationship between the cost objectives and the expense where
such a relationship is idenzifiable. Wheu geparate allocations are
reflected in home offlce cost acgouncing, oust the separate allocations:
be identified as such in the cosr transfers to the segments?

Ansver

Yes. The requlirement for this 1s CAS 403. To support that home
office cxpanses charged to a CAS-covered contract were allocuted to the
gegment in compllance with CAS 403, the comtractor should be reyuired to
identify the sllocation base and components of the expense pool.

11, Question

Should a facilities contrace as defined im DAR 7-701 be included
in the total cost input base?

Answver

Yes, unless the provisions of CAS 410.50(3) apply. See Question

DAR 7-701 states that facilfries contracts can take the folleowing
forms:
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A. Facilitics Acquisition Contrast vhich provides for atquisi-
Lion, construstion, and imstallaticn of facilitics.

" b. Facili.ies Use Contract which provides for maintenance,
accountakility, and disposition of facilities.

c. C(Consolidartcd Facilities Contracts which provide for Both a ard
b above.

With respect to Consolidated Facilities Contracts, there
may be cases where it would be appropriarc to 2pply the rrovisions of
CAS 410.50(j) to only one portion of the contracl and not the otiber, e.g.
only to the facilitics azquasition portion of the contract und not to the

facilities use porcion, Q ﬁ C o ;

DALE™R, BABIOKE

Director {Contracts and Sysrca
Acquisition), Officec of the
Under Secretary of Dafease (XSE}
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SUBJECT: CAS 409 and the Developmen: of Asset Service Lives

Backoround

1. CAS 409 applies only to assets acquired by s contractor after the
beginning o its next fiscal year after receipt of a [AS~-covered contract
after 1 July 1975. For most contracters, CAS 409 became aop11ca91e to
their tangible capital assats acquired after 1 Jan 76. CAS 408.50{e}(3)
grants the contractor a 2-year period following the date when the standard
must be followed for the development of adequate historical records to
SUppPOTt the asset )ives used in computing depreciation for those assets 1o
which the standarg is applicable.

2. In describing criteria for estimating service lives initially established
for tangiple capital assets (or groups of assets), CAS 409.50(e} says, in
part: "The estimate of the expected actual pericds of usefuiness need not
include the additional period tangible capital assets are retained for stand-
by or incidental use where adequate records are maintained which reflect the
withdrawal from active use.” 1in addition, CAS 4D9.5D(e){2) provides in

part: “Supporting records shall be maintained whick are adeguate t0 show
the age at retirement or., if the contractor so chooses, at withdrawal from
active use (and retention for standby or incidental use) for 2 sample of
assets for each significant category.”

Discussion

1. Equitable adjustments of CAS-covered contracts for accounting changes
required by CAS are generally appiicable only ts those contracts in existence
on the effective date of the standard (see W.5. 76-7). An exception to that
general rule is seen in the provisions of CAS 409 which allow a grace pertod
to develop records of asset service Yives. Ouring this period, many con-
tractors have used some other methed than their nistorical records to estimate
asset service lives. Under these circumstances, asset service lives for those
assets acquired during the grace period are not required to be adjusted to
this historical lives. Therefore, the first applicability of the requirements
to base asset service lives on historical records of experience takes place
after the grace period. Consequently, all CAS-covered contracts and sub-
contracts awarded before the conclusion of the grace period are subject to
equitable price adjustment for cnanges related to adopting the new method

of arriving at asset service 1ives for assets acquired after the grace period.

2. There is another issue raising questions about asset service lives. The
CAS 409 provision for adjusting service lives to reflect standby or incidental
Wsage provides the contractor an opportunity to prevent naving longer lives
applied in the depreciation process merely because an asset fs not disposed’
of when withdrawn from active use. To take advantage of this copportunity,
the contractor must maintain a record supporting the status of assets.

"Standby” status exists when the asset 1s withdrawn from regular usage with
no definite plans for continuing fts use. The asset ts retained merely for
possible temporary replacement during repair of a productive asset, emergency,
or other unusual usage. Diminishing the usage to a part-time basis does not
constitute “standby” status.
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Qui dance

1. Equitable adjustment procedures are available to the initial compliance
with the historical records requirement of CAS 409.50(e){3) for all CAS
covered contracts existing prior to the end of the grace period.

2. Contractors should be required to provide sufficient detall in recurgs
of ssset Tives or other documentation to support that assets retained for
standby or incidental use were withdrawn from service. As indfcated Is
CAS 409.50(e)(2), the records may be foar a sample of assets for each
s{gnificant category. These records are required only when asset lives
are adjusted for standby or incidental use.

DALE R. BABIONE

Director for Conmtracts and
System Acquisition

Offfca of the Under Secretary
of Defense,

Research and Engineering
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SUBJECT: Administration of fquitadle Adjustmenis for Accounting Changes not
Required by New Cost Accounting Standards

Backaround

The original Cost Accounting Standards (CAS) clause required the contracting
parties o negotiate an equitable adjustment to contract prices whenever the
application of a new standard resuited in a change 1a an accgunting practice
and an asseciated change in contract cost. Changes ip accounting practices
other than those required by new standards could only pe made as long as there
was no Increased cost to the Government.

Effective 10 March 1978, the CAS Board added a new subparagrapn to the CAS
clause (331.50{a){4)(C)). This new subparagraph permits the use of equitable
adjustment procedures in connection with the cost impact of any accounting
change which the contracting officer determines to be desivable and not
detrimental to the interest of the Government.

A number of questions have arisen concerning the proper use of this new
contract provision. This paper addresses those quesTtions.

Questions and Guidance

1. What criteria should be used in determining whether an attounting change
i desirable and not detrimental to the interest of the Government?

The term "desirable" encompasses the tests of being appropriate, warranted,
equitable, fair or reasonable. The contracting officer's finding snall not
be made solely because of the financial impact of the proposed change on the
contractor's current CAS-covered contracts. A change may be desirable and not
detrimental to the interest of the sovernment even though cOsts increase.

2. May existing contracts which do not contain the new subparagraph be
modified to include the provision?

Yes. Circumstances could arise where the contracting officer, for
administrative convenience or other legitimate reason, wouid want to insert
the new subparagraph into contracts which do not contain the provision. In
such cases, it is permissable to modify existing CAS-covered contracts if
both contracting parties agree to the change and if adequate consideration is
given, ~

3. Wko has the authority to execute such modification?
The PCD has the authority to negotiate the modification. Therefore, when-

eyer an ACO believes 2 modification is necessary, the PCO should be requested
to initiate the change.
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4. Must the price or cast of each contract affected by the cost impart
of an accounting change be adjusted when tne provision of the new sub-
paragraph is used?

No. The curreat requlations, which pe™it the ACD 2 net ingreases unger
some contracts against decreases ynder other contracts thus reducing the

number of ingividual tomtract price adjustments, are applicable to the
new provision.

ROBERT £. TRIMBLE
Acting Director (Contracts
and Systems Acquisition)
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SUBJECT: Allocation of Business Unit Gen?raT and Administrative {GBA)
Expense to Facilities Contracts

Background

Questions have been raised regarding the propriety of including costs
of facilities acquisition in contractors' G&A expense allocation bases.

Cost Accounting Standard (CAS) 410 provides that the cost fnput base
used to allocate the G&A expense pool shall inciude all significant elements
of that cost input which represents the total activity of the business unit.
Specific criteria are providad .for three bases for allpocating GARA expense:
{1) total cost imput, (2) value-added cost input, and (3) singie element
cost input. The standard aiso permits a special allocation of G&A expense to
a particular final cost objective, if that objective recefves significantly
more or less benefit from G&A expense than would be reflected by the alliocation
of such expense using the contractor’s normal allocation base. The special
allocation provides a means for accounting for aberrations of normal business
activity that could invoive more than one final cost abjecttve.

Discussion

Contractors' normal cperations consist of the production of goods and
services, such as afrcraft or weapons systems. Contractors may, however, also
receive Govermment facilities contracts which require the acquisition of
significant amounts of facilities. These purchases are made at the direction
of the Govermment, and no profit is granted to the contractor for making the
acquisitions,

Facilfties acquisition contracts normally do not require the same Tevel
of contractor risk and associated management attention as contracts which
provide for the delivery of regular goods and services. As a result, a fuyll
ailocation of a contractor’'s management or GAA expense to such contracts
would generally not be equitable. An exception to this would be the rare
circumstance when the preponderance of the contractor's activity {s acquiring
facilities as a service for the Government.

Government- funded facilities, when needed by a contractor to meet production
contract reguirements, are usually provided under a single facilities contract.
However, in some instances contractors are awarded two or more concurrent
contracts fer the acquisition of facilities. The dollar magnitude of facilities
acquisition under these contracts may be substantial when compared with
contractors' normal busfness activities, However, because these acquisitions
are generally not part of the normal business activity, this dellar magnityde
is probably not a valid indicator of the proportion of G&A expense related to
the facilities contracts.
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In the case of consolidated facilities contracts {4.2., those contracte
which provide for both facilities acquisition and fac{l{ties matintenance)
& special allocation of GRA expense would be spplied to the acquisition
portion of the contracts. The maintenance protion would remain in the base
and would receive the normal allocation of GAA expanse,

Guidance

When a contractor has one or more facilities contracts, such tomtracts
should be reviewed ta ascertain whether they receive significantly less
benefit from GIA espense than otner contracts. Ihis 1s usually the case.

When 1¢ 1s determined that facilitfes acquisition contracts will not
receive an appropriate allocation of GAA expense by participating tn the
contractor's selected GAA expense allocation base, a special GAA expense
allocation under the provisions of CAS 410.50() stall be required.
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CAS STEERING COMMITTEE INTERIM GUIDANCE
W.G. B1-2%
10 February !481

SUBJECT: Change in Cost Accounting Practice .for State Imcome and Franchise
Taxes &s a Result of Change 1n Method of Repgrting Income From
Long-Term Contracts

BACKGROUKD

State tax regulations usually permit 2 taxpayer to initially select one
of several acceptable methods of stating the ejements that determine taxable
income and later, under specified conditions., to change from the initiai
selection to anpther acceptable method. Some elements for which alternate
acceptable methods are allowed are (1} income from long-term contracts, (2)
inventory pricing, and (3) depreciation methods.

According to CAS Board regulation 331.20(h), a “"cost accounting practice”
i$ any accounting method or technique which 15 usad for measurement of costs,
assignment of costs to ¢ost accounting periods, or allocation qf £ost to cost
objectives. According to & 331.20(i}, a “"change to either a ¢isclosed cost
accounting practice or an established cost accounting practice” 15 any altera-
tion in a cost accounting practice, as defined in paragraph (h}.

A number of major defense contractors recently changed their method of
reporting inceme from long-term contracts for State tax purposes from a percent
of completion methed {PCM) tc a completed contract method (CIM). Under PCH,
the net income or loss for a contract s reported for each tax year by relating
cost Incurred tc estimated revenue based on the percentage a contract 1s
determined to be complete. Under CCM, the total net income or loss for a
contract is reported in tne year of completion.

Contractors typically have changed when CCM will eliminate or reduce
their tax cost in the year ¢f the change and the years shortly thereaftar,
When this occurs, the amount of state tax cost allocated to Contracts will
generally be lower than the amount projected to be allocates to the contracis
at the time they-were neqotiated.

DISCUSSION -
In order to establish that 2 change in cost accounting practice for
State tax ceosts has occurred, it is necessary to identify the nature of the
praciice prior to the presumed change. The test evicence of the prior practice
is the State tax cost previous)y estimated and recorded far zefense centract
purpcses. In most cases. the practice prior to the chiange was to estimate and
record based gn the actue) tax payment, or the amount for which a gurrent
Viability exists. This is tre position DAR 15-205.4]1 reauires in terms of
cost allowanility, however, the same principles aoply 1n terms of CAS allo-
qabi?ity. Consequent!,, wnen a contracspr changes the rethod of determining
its actuzl tax liability, -uch as by changing from PCM o [N of reporting
contract ingcoeme, it changes 11s cost accounting practice for State tax costs.
The fact that a contracizr does not change 1ts financial accounting practice
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