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COMPTROLLER GENERAL OF THE UNITED STATES

WASHINGTON, D.C. 20548

B - 1 64 9 1 2

To the President of the Senate and the

Speaker of the House of Representatives

This is our report on the allowances for independent re-

search and development costs in negotiated contracts--issues

and alternatives. The report has Government-wide application

but is based principally on a study we made in the Department

of Defense, the National Aeronautics and Space Administration,

and the Atomic Energy Commission.

Our study was made pursuant to the Budget and Account-

ing Act, 1921 (31 U.S.C. 53); the Accounting and Auditing Act

of 1950 (31 U.S.C. 67); and the authority of the Comptroller Gen-

eral to examine contractors' records, as set forth in contract

clauses prescribed by the United States Code (10 U.S.C. 2313(b)).

Copies of this report are being sent to the Director, Bureau

of the Budget; the Director, Office of Science and Technology; the

Director, National Science Foundation; the Chairman, Federal

Council for Science and Technology; the Secretary of Defense; the

Administrator, National Aeronautics and Space Administration;

and the Chairman, Atomic Energy Commission.

Comptroller General

of the United States
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COMPTROLLER GENERAL'S
REPORT TO THE CONGRESS

DIGEST

ALLOWANCES FOR INDEPENDENT RESEARCH AND
DEVELOPMENT COSTS IN NEGOTIATED
CONTRACTS--ISSUES AND ALTERNATIVES--
Department of Defense, National
Aeronautics and Space Administration,
and Atomic Energy Commission B-164912

WHY THE STUDY WAS MADE 

The General Accounting Office (GAO) reported to the Congress in March
1967 on the need for improved control by the Department of Defense (DOD)
and the National Aeronautics and Space Administration (NASA) over the
costs of bidding and related technical efforts charged to Government
contracts. Because of the continuing exisLence of this problem and the
increasing cost to the Government for its participation in independent
research and development (IR&D) programs, GAO conducted a study of
IR&D and related technical efforts. Committees of the Congress have
also raised questions as to the value of such programs to the Govern-
ment.

BACKGROUND 

IR&D is defined as that part of a contractor's total research and de-
velopment (R&D) program which is not conducted under a direct contract
but which is undertaken in areas at the discretion of the contractor.
In certain cases a general agreement is negotiated with the Government
establishing a dollar ceiling on the amount of IR&D which will be ac-
cepted. These negotiations normally are preceded by technical reviews
by Government personnel of the planned IR&D. Under DOD and NASA poli-
cies, IR&D need not be directly related to current or prospective
Government procurement. Under Atomic Energy Commission (AEC) policy,
IR&D cost is allowed only to the extent that it benetiLs the contract
work.

In establishing prices and profit margins for commercial products, a
company includes a factor for its planned IR&D costs to the extent
competitively feasible. However, Government contracting officers nego-
tiating contract prices do not include as a profit factor the contrac-
tor's planned costs for IR&D. Instead, the Government shares the cost
of IR&D, generally in proportion to the contractor's sales to the Gov-
ernment as compared to the contractor's total sales. Frequently spe-
cial cost-sharing arrangements have been made. The agreed allowances
represent the amount of IR&D which will be recognized as includable in
overhead costs.
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During 1968, major Government contractors spent about $1.39 billion for
IR&D, bid and proposal, and other technical effort. The Government
paid for more than half of this amount, almost entirely under DOD and
NASA contracts.

In making its study at nine plant locations of seven different con-
tractors and at several Government agencies, GAO identified a number of
significant problem areas in the Government's participation in IR&D
programs, many of which have been recognized for years but have not
been resolved. GAO submitted a draft of its findings to the various
agencies and contractors for review and comment and suggested that

--an interagency study be undertaken with a view toward establishment
of a Government-wide policy on participation in contractors' IR&D
costs (see p. 75),

--consideration be given to establishing a more systematic method of
disseminating to Government personnel information on proposed proj-
ects contained in contractors' IR&D programs to avoid unnecessary
duplication of effort (see p. 76),

--a study be undertaken to determine whether the Government should
receive royalty-free license rights to inventions arising from
IR&D (see p. 77), and

--uniform procedures be devised by DOD for administering IR&D costs
(see p. 76).

In general the agencies concurred, but opposition was expressed by the
Council of Defense and Space Industry Associations.

Subsequent to our study, legislation was enacted placing a limitation
in the fiscal Year 1970 Defense Procurement Authorization Act on the
amount of IR&D, bid and proposal, and other technical effort costs to
be allowed under negotiated Government contracts. Both the Senate and
House Committees on Armed Services have planned hearings on the subject
of IR&D and related costs.

MATTERS FOR CONSIDERATION BY THE CONGRESS 

In conjunction with the planned hearings, GAO is making the following
suggestions for consideration by the Congress.

1. No clear distinction can be made between IR&D and other indepen-
dent technical efforts, such as bid and proposal efforts; and
consequently, any agreed ceilings on IR&D negotiated by DOD or
NASA can be avoided through description of an IR&D project under
different terminology (see p. 61). Consequently, GAO suggests
that all contractors' independent technical efforts, including
IR&D, bid and proposal, and other technical efforts be considered
as a single entity.

4
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p.

2. Unlike AEC and NASA, DOD has separate appropriations for procure-
ment and for R&D activities, and DOD's share of contractors' IR&D
costs generally is absorbed by the procurement appropriation with-
out identification as IR&D (see p. 7). GAO suggests therefore
that, if the Congress authorizes continuation of the present
practice of allowing the inclusion of IR&D as an acceptable cost
element in negotiated contracts, DOD be directed to break out and
identify separately in its appropriation requests the amount esti-
mated as required for this purpose.

3. The policies followed by DOD and NASA on acceptability of IR&D
cost differ from those of AEC which allows IR&D costs as an ele-
ment of overhead only to the extent that they provide a direct or
indirect benefit to the contract work (see p. 17). GAO suggests
that a policy be established by the Congress stating the extent to
which, and under what circumstances, Government agencies should
participate in the cost of contractors' independent technical ef-
forts.

GAO has also identified several issues and alternatives which warrant
consideration in determining the Government-wide policy on IR&D, as
follows:

--whether or not the present practice of allowing IR&D as an accept-
able overhead cost in negotiated contracts should be replaced by a
system of

(a) extending the use of direct R&D contracts to include those IR&D
projects which the agency wishes to support fully or on a cost-
sharing basis and thereby providing greater assurance that the
desired work will be performed and that the Government will be
entitled to information and royalty-free rights to any inven-
tions arising therefrom, and

(b) authorizing an allowance for a stipulated percentage of the re-
mainder of the contractor's total IR&D effort, irrespective of
the source of funding, either as a profit factor or through ac-
ceptance as a recognized overhead cost as an incentive to con-
tractors to continue technical efforts beyond those directly
contracted with the Government.

--whether or not allowances to contractors for IR&D should be confined
to projects that have a direct and apparent relationship to a specific
function of the agency, and

--whether or not, if IR&D allowances by DOD and NASA are continued on
the present basis and are not related directly to current or pro-
spective Government procurement, financial support should be provided
to companies with similar capabilities which do not hold Government
contracts as a means of supporting and strengthening industrial
technology.

•
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CHAPTER 1 

INTRODUCTION 

The General Accounting Office (GAO) has made a study
of the participation by major Government agencies in con-
tractors' independent research and development (IR&D) pro-
grams. We initiated this study to obtain a better under-
standing of IR&D and related technical efforts and to iden-
tify the Government's management and review policies, proce-
dures, and practices in this area. Our study did not in-
clude a detailed examination into the management or perfor-
mance of IR&D.

Our attention had been drawn to IR&D in. an earlier re-
view of the costs of bidding and related technical efforts
charged to Government contracts. In that reviewl we noted
the size and other aspects of contractors' IR&D programs
and became concerned as to the Government's participation in
the costs and benefits. We were also aware of questions
raised by various committees of the Congress on these mat-
ters.

On September 16, 1969, during discussions of an amend-
ment offered by Senator William Proxmire to the bill
(S. #2546) to authorize certain appropriations for the De-
partment of Defense (DOD), the Chairman of the Senate Armed
Services Committee stated that hearings on IR&D would be
held in 1970 by his Committee. The amendment was subse-
quently revised, and, as included in section 403 of Public
Law 91-121, provided in general that funds authorized by the
act would not be available for payment of IR&D and related
costs for any amount in excess of 93 percent of the amount
contemplated for such purposes. 4e have also been informed

1
Report entitled "Review of Costs of Bidding and Related
Technical Efforts Charged to Government Contracts--Depart-
ment of Defense and National Aeronautics and Space Admin-
istration, " B-133386, March 17, 1967.
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that the House Armed Services Committee will probably hold
hearings on IR&D and related costs. The background infor-
mation contained in this report should provide assistance
in preparation for such hearings. The scope of our study is
described on page 79.

DEFINITION OF IR&D

IR&D is generally defined as that part of a contrac-
tor's total research and development program which is not
performed pursuant to a direct contract, grant, or similar
agreement and which is undertaken in areas at the discretion
of the contractor. IR&D does not have to pertain to current
or prospective Government procurement, and, generally, it is
more relevant to the future business of the company than to
current production.

IR&D is essentially a contractor initiated and managed
program. The contractor is not obligated, therefore, to
conduct the program as planned. The contractor is free to
apply its resources to IR&D and related activities to the
extent wished and to determine the mix of his work on Gov-
ernment and commercial-type items.

A portion of the costs of the IR&D effort is generally
borne by Government agencies through the allowance of such
costs as an indirect charge to contracts, grants, or similar
agreements. Other independent technical and engineering ac-
tivities of an organization, which are also allowable in-
direct costs such as those involved in developing contract
bids and proposals, are often so similar to IR&D efforts
that they are indistinguishable.

Although the costs of IR&D, bid and proposal (B&P), and
related technical efforts are considered to be overhead
items, Government agencies generally recognize IR&D costs,
and to some extent B&P costs, as items requiring specific
attention. Consequently, special methods--such as requiring
the contractor to submit brochures describing planned pro-
grams, conducting technical evaluations of such planned pro-
grams, negotiating the extent of Government cost participa-
tion in advance of cost incurrence, and requiring cost shar-
ing by the contractor--have been developed to determine the
amount of IR&D which will be accepted for inclusion in the
overhead.
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EXTENT AND FUNDING
OF IR&D COSTS 

During recent years the annual appropriations for re-
search anni_development (R&D) for the Federal Government have
approximated $16 billion. About $13 billion of this in-
volves funds for DOD,  the National Aeronautics and Space Ad-
ministration (uAaa), and the Atomic Energy Commission (AEC),
for activities_ controlle. • .114 Oe -
tprmed eithp.r by their own forces or 4 external nrgaulz4,
tions under contr4ctual arrangements.

Information recently reported by the National Science
Foundation (NSF)1 shows that funds expended for industrial 
R&D have been increasing. During the period from 1961 tn 
Liu, total expenditures increased from $12.6 billion to,
$16.4 billion, Federal-financed R&D  accounted for more
than half of these expenditures, increasing from S7.1 bil-
lion in 1963 to $8.4 billion in 1967. However the Federal
share of such expenditures has been declinina. from 58 per-
cent in 1963 to 51 percent in 1967.

Th NSF • • t shows t ercent of all 1967 in-
dustrial R&D was performed by two industries--aircra t and
missiles and electrical equi ment and communication. These
two Fed-
eral R&D fun .4 • as •e. a -ar. The air-
craft and missiles industry performed 81 percent of its R&D
work with Federal funds, while the electrical equipment and
communication industry performed 59 percent of its R&D work
with Federal funds.

T.L.  Federal ahar_e_of Industry R&D is probably higher,

"*** data on company funds may be somewhat
overstated tecause som,e___firms reported as company
funds, rather than Federal financing, overhead
payments that were allowed on Federal contracts 
and used to finance a ortion of com.any-initiated

1Research and Development in Industry, 1967, NSF 69-12,
No. 17, February 1969.
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R&D projects (sometimes referred to as independent
research and development)."

Our study was concerned principally with these overhead-
financed R&D efforts performed by contractor organizations.
For the year ending December 31, 1968, major Government con-
tractors incurred costs of $1.39 billion for such effort--
about $750 million for effort generally referred to as IR&D
and about $640 million on B&P expense and other independent
technical effort. More than half these costs were absorbed
by the Government through overhead costs allocated to con-
tracts. (See app. I.)

The bulk of the funds utilized by either AEC or NASA for
contract operations comes from a single annual appropriation
for the agency. Thus, in these agencies the same source of
funds is used to pay either for R&D work performed under
direct contract or for the agencies' share of the cost of
contractors' IR&D work.

DOD, however, finances its contract operations from
several appropriations. During fiscal year 1969 DOD was au-
thorized to obligate about $27 billion from procurement ap-
propriations and $23 billion from Operation and Maintenance
appropriations compared to $8 billion from Research, Develop-
ment, Test, and Evaluation appropriations.

Contracts, involving weapon systems that have been ap-
proved for production, generally are financed by the procure-
ment appropriations whereas contracts or in-house projects
involving R&D are financed by Research, Development, Test,
and Evaluation appropriations. In addition, some procure-
ment contracts are financed by Operation and Maintenance ap-
propriations. Thus, the DOD share of IR&D and related costs,
about $685 million in 1968, may be allocated to any of these
appropriations, depending on the contracts under which the
costs are absorbed.

4
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EFFECT OF IR&D ON GOVERNMENT CONTRACT PRICES 

In a free enteurise economy. the only method by which
a company can recover IR&D cast is through the selling_pric 
9.rf the company's products. Such recovery Is npvpr pnsured. 

occur only when product prices
attractive to purchasers and
the seller's full costs of pro-
R&D expense.

however, and generally can
are sufficiently low to be
sufficiently high to cover
ducing the item, including

Most customers are more concerned with the seller's
price than they are with the seller's IR&D cost recovery
problems. As a customer, he Governmpnr's interest in the
seller's recovery of IR&D depends upon the ntiir of the
purchases being made. Government purchases generally fall
within t„hree broad categories, as follows: 

1. Purchases made in the open market for standard items
available from any one of a number of qualified
sources. The bulk of the Government's purchases,
as measured by number of items but not dollar value,
are made on this basis. The amount of IR&D, if any,
included in the price of such purchases is not rel-
evant to the transaction.

2. Purchases involving strictly governmental items
which, although not available in the open market,
are obtainable from a number of suppliers who can.,
easonablv be expected to compete effectively on the

12asis of firm price quotations. In such cases the
amount of IR&D—included in the price is not ref777ant
because of the competitive circumstances in which
the price is established.

3. Procl._aa.ernerjs.,tay_gs2zgi,uentalinsforwhich
it is impractical to secure effective price competi-
tion. Items in this category involve a significant
part of the Government's expenditures with its major
contractors. Because the restraints of the competi-
tive market are not present, the Government obtains
and evaluates contractors' cost and pricing data in
order to ascertain that the prices charged are fair
and reasonable. The extent to which IR&D is
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involved in this category of Government purchases
is therefore significant to the Government.

CONTRACTORS' MOTIVATION TO PERFORM IR&D 

Under an IR&D program, the contractor is free to de-
cide whether to perform R&D in the area of military prod-
ucts or commercial items, which projects should be pursued
within ,_1,e selected area, and which and how much of his
available resources will be made available for this effort
as compared with all competing requirements.

Although IR&D programs increase the cost of operating
a business, industry has a strong motive for undertaking
this work. IR&D provides the advanced technical capabili-
ties, concepts, and information needed to meet anticipated
customer needs for new and improved products, and thereby
helps to maintain the profitability of the business enter-
prise. Thus, IR&D may be useful in achieving full growth
potential, creating new products, obtaining contracts for
the development of new products, and identifying the needs
for the conduct of R&D in technical areas where such effort
will augment the firm's capability for acquiring new busi-
ness.

BENEFITS TO GOVERNMENT FROM CONTRACTORS' IR&D 

If a contractor's IR&D program costs are relatively
large in amount and a substantial share of the costs is
borne by the Government, it is likely that the Government
will have obtained some knowledge of the content of the
program. In many cases IR&D represents work undertaken by
a contractor before award of a Government R&D contract.
The contractor's performance of IR&D may, therefore, result
in reduced costs to the Government because of exploratory
work completed before the Government becomes committed to
the execution of a formal contract.

The performance of IR&D by a company can also provide
other benefits to the Government. The Defense Science
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Board Task Group on Independent Research and Development,
1

in its report of February 1, 1967, to the Director of De-
fense Research and Engineering, summarized the benefits to
the Government arising from IR&D as follows:

1. It provides a way to develop and demonstrate com-
plete lumazsat*pag_ad technologically advanced hard:
uazg before a formally recognized military require-
ment exists.

2. It permits Defense contractors to develop the re-
quisite technology for a known forthcoming military
requirement.

3. It permits firms to vpgrade the capabilities of
important weapon systems.

4. It permits firms to convert technology into mili-
tarily useful capability. As a result of broad
advances in technology stemming from IR&D, new
capabilities become possible and often give birth
to military requirements.

The task group report pointed out that these benefits
were illustrated by case histories of selected IR&D proj-
ects submitted by 16 major contractors. These companies had
been requested to submit 4 or 5 outstanding examples from
the previous 3 years' IR&D effort that had resulted in sig-
nificant benefits or payoff to DOD.

Qthar_Sawmxpment and industry organizations have ex-
pressed to us their views that the Government has benefited
from contractors' IR&D programs. (See app. IV through X.)
Our _s_tudy,_licaap_uar_r_uas—aackt—cal_suflicientnth to allow us .
to evaluate these statements or otherwise independently
reach a c• • • I SH* t b- 0

ad their relationship to the costs of Government partici-
pation in contractors' IR&D Programs.

1
Consisting of corporate officials of six major Defense
contractors, one research firm, and one university.



2505

CONTRACTORS' MANAGEMENT OF IR&D 

We noted that all of the firms included in our study
had developed detailed management controls concerning the
budgeting and programming of IR&D work. The IR&D programs
are reviewed and approved by top officials. Other signifi-
cant management actions noted by us included the use of
long-range plans which were supplemented by operating plans
covering shorter periods, including detailed budgets and
programs.

We did not test the various controls used by companies
to ensure that program expenditures are made effectively,
efficiently, and economically. On the basis of our obser-
vations, however, we believe that particular effort is made
by the contractors to obtain successful results from their
IR&D programs in order to enable their respective companies
to be in a position to compete effectively for future busi-
ness. (See app. II.)

During the course of our study we noted many areas of
concern to both contractors and Government officials. Many
of these problem areas had been recognized years ago but
methods of overcoming them had not been developed.

Several of the contractors included in our study con-
tend that IR&D is merely a normal cost of doing business
and consequently should not be singled out for special con-
sideration. Agency officials feel, however, that, where
there is a lack of normal competitive restraints, IR&D must
be subject to cost control (but not technical control) to
preclude excessive charges to the Government.

In the following sections of this report, we are sum-
marizing certain problem areas noted in our study.
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CHAPTER 2

LACK OF OVERALL GOVERNMENT

IR&D POLICY

In the absence of specific policy guidance from the
Congress, the President, or the high-level policymaking or-
ganizations in the executive branch of the type discussed
on page 29, each of the operating agencies, such as DOD,
NASA, and AEC,
pation in contractors' IR&D costs on_the basis of meetillE_
its own neEds, Consequently
and pr,Ictices have evolve.

as

EARLY IR&D POLICIES 

• • • •./i• S. •., •

rrior to World War IL_ most CovernmeUpnrchasas wt
made on the basis of full and free caapptition and the Gov-
ernment was not concerned with the amount of IR&D or any
other element of cost in the purchase price.

When the a ___lie2an_the Government started to prociixe

imburse the contractors for the costs of producing the
items • - .41-1 ame involved
with the problem of determining contractors' costs. This
led to the publication of principles applicable to the de-
termination of costs under Government cost-reimbursement
contracts. These principles provided that contractors'
R&D costs be accepted in determining the costs of perform-
ing Government contract work.

On March 1, 1949. the first ei1ition of the Armed Ser-
vices ProLurement_Regulation (ASPR) was issued. ASPR re-.
s.LALed thp dPsirBtdlity of awarding Government contracts
on the basis of formal advertising and provided for the use
of negotiated contracts if certain prescribed conditions
were present. ASPR also included the nezotiated fiALd-

0111 • - 111111 II 0 lI Mee .ss

that this type of contract shwld hp usPd  by the military
departments in negotiated procurements unless conditions
necessi - II* "IIent
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type of contract. By the late 1950's the negotiated fixed-
price contract had become the predominant form of contract-
ing for manufactured items purchased by DOD.

The cost principles contained in the new ASPR were ap-

plicable only to cost-reimbursement-type contracts. Under

these principles, the costs of industrial R&D activities

were allowable contract costs provided that these activi-
ties were related to the supplies or services covered by
the contract. On the other hand, so-called general research

was allowable only if the contract specifically stated that

it was allowable. Under a negotiated fixed-price contract,

the cost of any R&D effort required for contract perfor-
mance could be included in the price proposed by the con-
tractor.

The difference in the approach followed by the Govern-
ment under fixed-price and cost-reimbursement contracts with
respect to contractors' R&D activities created considerable
confusion among contractors and DOD procurement personnel.
This problem was further aggravated in the Sputnik era when

there was a resurgence in cost-type contracting for building

missile hardware and when there was a natural desire to fur-

ther scientific activities. In this environment the current

ASPR cost principle for IR&D was developed.

NASA was established about this time. Because of its

involvement with the same industries as DOD, NASA decided,

in the interest of uniformity, to base its procurement reg-

ulations on ASPR, including the ASPR cost principles for

IR&D.

AEC, which was created by the Congress in 1946, gener-

ally followed the World War II cost principles for

Government-owned, contractor-operated plants until December

1952. AEC then issued its own cost principles, and these

provided that general research was unallowable unless it

was specifically provided for in the contract. We were ad-

vised that, under AEC's definition, general research in-

cluded IR&D activities. In 1960 AEC revised its cost prin-

ciples to make it clear that, although it does not accept a

general allocation of IR&D cost, reimbursement of IR&D cost

may be provided for under the terms of the contract to the

extent that such independently sponsored R&D benefits the

the contract work. This policy continues in effect.

42-060 0 - 70 - 2
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PRESENT GOVERNMENT IR&D POLICIES

ILDD published a general revision of the ASPR cost 
ricinLe in November 199i....and military agencies were re-
quired to fallOW the-se _after July I, 1960 The general re-
vision included a comoletelm_new section on TRicn costs.
N.41allicaLL-11..111 new .111WL.6wint...Qxliuj4aa„.and the General
Services Administration included it in the Federal Procure-
ment Regulations. Ordinarily all civilian agencies are re-
quired to follow the Federal Procurement Regulations, but,
tn an attempt to minimize disagreement,the General Ser-
yices Administration made the use of the IR&D 
t..1.2.11iA on the part of civilian agencies.

DOD-NASA policy 

The DOD-developed cost principle (ASPR 15-205.35),
which is applicable to all DOD and NASA contractors, is
quoted below.'

"(a) Basic research, for the purpose of this
Part 2, is that type of research which is
directed toward increase of knowledge in
science. In such research, the primary aim
of the investigator is a fuller knowledge or
understanding of the subject under study,
rather than any practical application
thereof. Applied research, for the purpose
of this Part 2, consists of that type of ef-
fort which (0 normally follows basic re-
search, but may not be severable from the
related basic research, (ii) attempts to de-
termine and expand the potentialities of new
scientific discoveries or improvements in
technology, materials, processes, methods,
devices, and techniques, and (iii) attempts
to "advance the state of the art." Applied
research does not include any such efforts
when their principal aim is the design, de-
velopment, or test of specific articles or

1
As discussed on page 27, DOD is considering revising the
IR&D policy.
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services to be offered for sale, which are
within the definition of the term develop-
ment as hereinafter provided.

"(b) Development is the systematic use of scien-
tific knowledge which is directed toward the
production of, or improvements in, useful
products to meet specific performance re-
quirements, but exclusive of manufacturing
and production engineering.

"(c) A contractor's independent research and de-

velopment is that research and development

which is not sponsored by a contract, grant,

or other arrangement.

"(d) A contractor's costs of independent research

as defined in (a) and (c) above shall be al-

lowable as indirect costs (subject to para-

graph (h) below), provided they are allocated

to all work of the contractor.

"(e) Costs of contractor's independent development,

as defined in (b) and (c) above (subject to

(h) below), are allowable to the extent that

such development is related to the product

lines for which the Government has contracts,

provided the costs are reasonable in amount

and are allocated as indirect costs to all

work of the contractor on such product lines.

In cases where a contractor's normal course

of business does not involve production work,

the cost of independent development is allow-

able to the extent that such development is

related and allocated as an indirect cost to

the field of effort of Government research

and development contracts.

"(f) Independent research and development costs

shall include an amount for the absorption

of their appropriate share of indirect and

administrative costs, unless the contractor,

in accordance with his accounting practices
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consistently applied, treats such costs
otherwise.

Research and development costs (including
amounts capitalized), regardless of their
nature, which were incurred in accounting
periods prior to the award of a particular
contract, are unallowable except where allow-
able as precontract costs. (See 15-205.30.)

(h) Reasonableness of expenditures is determined
in light of all pertinent considerations
such as previous contractor research and de-
velopment activity, cost of past programs and
changes in science and technology. Such ex-
penditures should be pursuant to a broad
planned program, which is reasonable in scope
and well managed. Such expenditures (espe-
cially for development) should be scrutinized
with great care in connection with contractors
whose work is predominantly or substantially
with the Government. Advance agreements as
described in 15-107 are particularly impor-
tant in this situation. In recognition that
cost sharing of the contractor's independent
research and development program may provide
motivation for more efficient accomplishment
of such program, it is desirable in some
cases that the Government bear less than an
allowable share of the total cost of the
program. Under these circumstances, the fol-
lowing are among the approaches which may be
used as the basis for agreement: (i) review
of the contractor's proposed IR&D program
and agreement to accept the allocable costs
of specific projects; (ii) agreement on a
maximum dollar limitation of costs, an allo-
cable portion of which will be accepted by
the Government; and (iii) an agreement to
accept the allocable share of a percentage
of the contractor's planned research and de-
velopment program."
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AEC policy 

AEC's policy toward acceptance of IR&D costs differs
from the DOD-NASA policy.

As stated in section 9-15.5010-12 of the AEC Contract
Cost Principles and Procedures:

"(a) AEC does not accept a general allocation of
independent research and development costs.
Such costs are considered unallowable except
to the extent specifically set forth in the
contract. Research and development costs may
be made allowable only to the extent to which
they provide a direct or indirect benefit to
the contract work."

AEC estimates that about 80 percent of its contract
work is with contractors which operate AEC-owned plants and
laboratories on a cost-plus-a-fixed-fee basis. AEC not
only owns the facilities but also provides the materials
and advances of funds. The generation of new ideas through
R&D is an integral part of the program which is completely
financed by AEC. There is therefore no independent research
and development performed by the contractor under an AEC
operating contract, but the equivalent thereto is performed
and fully funded as a part of the AEC program.

The remaining 20 percent of AEC business generally is
with contractors which perform the contract work in their
own facilities and without advances of Government funds.
In addition, the contractors which operate the AEC-owned
plants and laboratories subcontract some work to industrial
firms. These subcontractors, as well as the prime contrac-
tors which perform work in their own facilities, frequently
are engaged in contract work also with DOD or NASA. AEC
accepts a limited amount of IR&D costs incurred by these
firms.

Differences between AEC and DOD-NASA policies 

The AEC policy toward the IR&D costs incurred by inde-
pendent firms and subcontractors differs from the policy
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thipt has been followed by DOD and NASA in these ma'or re-
.511LtiaL

1. The contractor's entire IR&D program is not subm,-
ced to or evaluated hv_ AEG far reasonableness.
Rather, the contractor submits individual projects
or evaluation. The 22.ILL.of these projects are

accepted for allocation pnlv when _AEC establishes 
that the projects individually benefit, either di-
rectly or contract

DOD and N 00 0 0 0 1.14 • 0. 11 I.ve ne-
ptiated aarecment§ with companies conducting large
IR&D programs, specifying the maximum amount of
costs which will be considered to be reasonable.

facilitate such ne
(a request a contractor to subnit brochure de-
scribing its entire planned IR&D program and (b)
perform technical eu_nlna_tinnq of the contractor's
IR&D program. The negotiated ugaluit of the program
that DOD and NASA consider reasonable for alloca-
tion entire program rather than IWO 
proiect-by-Proiect determination of acceptability.

2. The AEC regulation specifically describes the_nati4g..
2f unallowable projects. For example, individual
IR&D projects are not accepted when (a) they are
primarily of a promotional nature, such as projects
directed toward the development of new business or
projects connected with proposals for new business,
(b) they are studies or projects which are, in fact,
undertaken, in whole or in part, for other custom-
ers, and (c) they duplicate R&D work that AEC has
sponsored.

APR stipulates that acceptable independent dyl-
anmflt projects must Elated to product lines
for which the Government has contracts. Because of
the broad involvement of DOD in practically all as-
pects of the economy, however_ very few indeptendent,
development projects have been determined to be un-
allowable under this provision.
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3. When the cost of the work involved in segregating
the IR&D which benefits the contract work is dis-
proportionate to the amount involved, a flat amount
not exceeding either 5 percent of the contractor's
total estimated IR&D costs or 5 percent of the total
estimated direct labor and material under the con-
tract may be negotiated by AEC. The current ASPR
does not provide for any fixed limitations on IR&D
cost.

4. AEC requires that the costs of IR&D, whether or not
accepted as allowable, must include an amount for
the related indirect and administrative costs, re-
gardless of the contractor's accounting practices.

The current ASPR provides that an appropriate amount
of indirect and administrative costs be allocated
to IR&D costs, unless the contractor's policy is to
treat such costs otherwise.

5. When AEC is the predominant customer, special con-
sideration is given to whether IR&D should be per-
formed as part of the contract work. This is done
to avoid the apportionment to AEC of most, if not
all, of IR&D costs over which AEC would have no di-
rect control. This approach is not followed by DOD
and NASA.

The additional amount that would be paid by the Govern-
ment for IR&D under the DOD-NASA policy over that which
would be paid under the AEC policy in the same circumstances
is not known. AEC advised us in June 1968, however, that a
recently completed study indicated that, for 77 contracts
with contract costs aggregating about $150 million, AEC had
allowed about $2.1 million for IR&D, or 1.4 percent of the
contract costs. AEC estimates that, had DOD principles
been applied, 2.15 percent of the contract costs would have
been reimbursed for IR&D.

We were informed that AEC
principle for IR&D because its
manly oriented to research in
energy, dictated adoption of a

had developed its own cost
activities, which are pri-
the broad field of nuclear
principle that recognized
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that AEC_wnuld be paying directly for most research which
benefited its work. 

Although Q0D and NA, a6 conduct a large amount of re-
search in their own laboratories and contract for specific
R&D projects, they ili t. . ••es
industry to assist them in 1%,.. - ninz...tax,..,tgaLguligualaQ4
programs, 4v. on the other hand, feels that it can ac-
ire suffi '-• se in its limited field • • • •

contracts with laboratories, universities, and industrial
firms to determine the nature of its future programs and
Fonseauently is willing to pay for only an allocable sharZ 
of IR&D that it considers beneficial to its contract work.
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OTHER SUGGESTED IR&D POLICIES 

Other approaches for determining the extent and method
of participation by the Government in IR&D costs have been
suggested or considered in the past, which are summarized
below.

Using industrywide averages 

In the early 1960's DOD developed a plan involving the
use of average annual expenditures of contractors in a spe-
cific segment of industry as a basis for determining the
reasonableness of proposed IR&D expenditures of contractors
in that segment.

Development of such industrywide averages would have
required that contractors submit actual cost information on
prior IR&D programs. After verification of the cost infor-
mation by audit, a range of reasonableness would have had to
be established for each specific industry. When this plan
was submitted to industry for comment, various objections
were stated, the main one being that an industrywide average
for IR&D would reduce all contractors in that segment of in-
dustry to commonality. Also it was contended that this plan
would create changes in .contractors' accounting classifica-
tions for IR&D and that the initial cost of developing the
necessary data would be prohibitive.

The plan was acceptable to NASA, but was objected to by
AEC because the plan did not require a clear showing of
benefits to the contract work as a basis for determining
acceptable costs. DOD finally decided that it would not be
realistic to adopt this plan because of the peculiarities
associated with each contractor and the substantial amount
of effort needed to accumulate and verify the cost data for
each contractor.

Requiring advance agreement covering
all independent technical effort 

The contractor's independent technical effort (CITE)
approach was given a substantial amount of attention by DOD
from 1964 to 1966. This approach would have combined IR&D
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cost with /1464P an  ther technical effort costs, using tia.
sam • '1,- techni ues that are now a.ilied to IR&D
costs. t was believed that by treating a 
fort in this manner. DOD would eliminate the definitional
problem which existed among IR&D and other forms of inde-
pendent technical effort as aiacussed on pa2e 61,

1 Is

QL4er aspects of the CITE proposal involved nrocedurp,s
;or detprmininz the reasonablenes of CITE costs, The pro-
posal provided that, if a contractor had a contractor
weighted-average share (CWAS)1 rating of at least 65, all
of its CITE cost would be considered reasonable. If a con-
tractor did not have a CWAS rating of at least 65, its CITE
costs would be considered reasonable if the total was not
in excess of its average annual incurred CITE costs for the
preceding 3 years. Such averages were to be determined by
using direct cost plus appropriate overhead exclusive of
G&A expenses.

;he CWAS concept relates the Government's administrative 
ffort 's • • • is.. -s- the de ree of
cost risk assumed by the aantractor, Analysis is made:7r-
76 contractor's sales, and a risk factor is assigned to
each of its current contracts. For example, commerci4.1
work and firm fixed-price competitively awarded contracts
Iye an assigned risk factor of 100. whereas p cost-plus
a-fixed fee production contrIc.I.lui.i...fiuk.a.,5„5.,igagsl.nrjaibmtaz-
tor of zero, In determinln2_a contractor's CWAS rating,
he factors

avera2ed. This average is the CWAS rating.
• • .• • ontract a . 5 5

If the contractor elects the CWAS method and if its
CWAS rating is 65 or higher, the Government will not ques-
tion the reasonableness of its costs provided that 35 per-
cent of its business is composed of competitively awarded
firm fixed-price Government contracts or commercial sales.
If the CWAS rating is between 50 and 65, the Government
has the option of applying CWAS or applying standard cost
evaluation techniques. The CWAS concept has been applied 
;cp most overhead items, including B&P expenscs. but has not
previouslY been applied to IR&D.
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The CITE proposal was rejected in 1966 when the Secre-
tary of Defense decided that, although there was similarity
in IR&D, B&P, and other independent technical effort, the
costs therefor were incurred for different reasons and thus
should not be combined. It was felt that the portion of
B&P effort made in direct response to DOD requests was not
completely controllable by the contractor and that therefore
the B&P costs should not be combined with costs entirely
subject to the contractor's decisions.

Providing direct contract support 

In lieu of participating in the cost of a contractor's
IR&D program, consideration has been given to the Govern-
ment's providing direct support on a contract basis for spe-
cific R&D projects. A study group formed in 1962 by the
Deputy Assistant Secretary of Defense (Procurement) objected
to this approach, and commenting primarily, as follows:

"Those who favor this method as a substitute for
an independent research and development program
claim that it would eliminate what is believed to
be excessive duplication of effort and a conse-
quent waste of resources throughout the Country.
It is true that there exists much apparent du-
plication, the case has not been made, however,
that this is undesirable. The resulting compe-
tition for technical achievement, the preparation
for competitive bidding, and the speed and diver-
sity of the exploitation of technical opportuni-
ties have contributed enormously to the strength
of American industry. Probably the most power-
ful safeguard against unwarranted duplication of
effort lies in the encouragement of communica-
tions within the technical community, either in-
formally or through publication.

"The primary objection to this method is probably
that the Government is not capable through cen-
tral planning of achieving results comparable
with those obtained through the operating of the
free enterprise system. Hence the method would
either be administratively unworkable or would
be replaced in practice by a more limited



2518

laohpendent research and development pro-ram the
cost of which  would not be allowed by the Gov-
ernment."

While these comments merit consideration, we believe
there a S W 0 111 .. 4* 011 I • I O. I

contract suanort for specific R&D prolects, such as greater
assurance that proiects of significant interest to the Gov-

that the Governmenter II WO II"' I 0 U.6 .01

would receive data and a royalty-free license to any
on arisi_np from the morki.

•
Treating IR&D as a profit factor. 

inven-

Another approach that has been suggested for determin-
ing the appropriate amount of IR&D for Government partici-
pation is to eliminate allowance of IR&D cost as an accept-
able contract cost and, instead, to include it as an ele-
I;tent of the rnh_trArtor's profit. The study group formed by
DOD in September 1962 to examine into the problem of reim-
bursement of IR&D costs commented on this approach, among
others. More recentl --in Februar  1967--the Assistant Sec-
Ile_taries of the Air Force for Research and Development and 
for Installations and Logistics also referred to this ap-
proach as an ideal long-term solution 4

eireuments made by these Air Force officials in favor
9f this _A War-aach PmPLaLized that its adiution would hell
ensure that contractors manage IR&D programs:

"*** with the _aanie concern for economy as they,
would have if they wff.-_e in_a_btsiness char_artprized
by DriSP comnetitinn_ ***. This would go far to-
ward assuring that unsponsored R&D was in fact of
a nature which the company considered promising,
and toward preventing the build-up or retention of
unproductive engineering personnel and effort."

The DOD study group contended that inclusion of IR&D as
an element of profit would- mini • t of adminis-
trative effort required by the overnment, However, the 
DOD stud ou . OD . tions ith res ect to the
suggestion _that IR&D be treated as a profit _factor rather
than as an allowable cost, as follows: 
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1. There might be a tendency to apply the same profit
factor for IR&D to all contractors. This would be
inappropriate because of the varying degrees of
participation in R&D work in different industries
and firms. If, on the other hand, a study were
made to determine the proper fee, the situation
would be similar to the current cost determination.

2. It would be necessary to increase the rate of profit
to cover the agreed amount of IR&D. However, there
is no guarantee that Government negotiators will
apply a fee allowance equitably. Furthermore the
increase in profit rates on cost-plus-a-fixed-fee
contracts might raise the profit rate beyond the
statutory limits. This, in turn, would necessitate
obtaining congressional authorization which might
be difficult.

3. The increase in "profits" due to inclusion of a fac-
tor for IR&D might be subject to adjustment by the
Renegotiation Board even though this factor, in ef-
fect, represents costs reclassified as a profit
element.

4. Allowance of IR&D costs as a profit element would
deprive the Government of assurance that the con-
tractor actually would continue to perform IR&D.
Under the current system, if the contractor did not
incur IR&D costs, the Government reimbursements
would be reduced. However, profit rates, once es-
tablished, might not be subject to adjustment due
to reduction or discontinuance of the IR&D efforts.

5. Because of the complexity of accounting systems and
accounting codes used in industry, it might be pos-
sible for a contractor to obtain reimbursement for
IR&D-type costs even though the profit rate had been
increased to cover such costs.

6. Industry was reported to be opposed to this pro-
posed change in policy.

A
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Tn our °minion the_s_e_ objections are not insurmountable 
,and many. in fart, would be eauallY applicable 

versial items which are considered in negotiating contrçt
prices.,

For example, ASPR 3-808.4 sets out numerous profit fac-
tors with varying weight ranges, which are to be considered
in negotiating profit rates. Many of these factors are highly
judgmental, and it seems that the reported possibility that
the same profit factor might be applied to all contractors
or that a fee allowance might not be equitable, could be ad-
vanced for a number of these factors such as "difficulty of
contract task" or "inventive and developmental contribu-
tion."

Although it is possible that the inclusion of IR&D as a
profit factor might result in increasing the rate of profit
or fee beyond statutory limits, or might lead to adjustment
of the contractor's profit by the Renegotiation Board, these
do not appear to be valid reasons for continuing to classify
IR&D as a cost item rather than a profit factor. The extent
to which a contractor decides to devote funds to building up
capability for future business for the company is entirely
within the control of the contractor and logically could be
argued as representing an allocation of profits rather than
an item of current expense.

Similarly, -L1-&_Faat2.1t_ionlvants, once estab-
lished, i.. is :d' H - 6 eduction
or discontinuance of the IR&D efforts does not appear con-
vincing. It seems that a contractual provision covering this
matter could be re uired as  art of the contract negotiations.

The possibility does exist, as contended, that, because
of the complexity of accounting systems and accounting codes
used in industry, a contractor might obtain reimbursement for
IR&D-type costs even though the profit rate had been increased
to cover such costs. However, the possibility of incorrect
classification also exists for other types of costs as pointed
out on page 61. Appropriate monitoring by the agency con-
tract auditors and the development of uniform cost account-
ing standards, as recommended in our report to the Congress,
B-39995(1), January 1970, would help to resolve this possi-
bility.

Finally. the fact that industry is pposed to the inclu-
pion of IR&D as a profit factor does not  eem to warrant re-
lection of this change_in-approach. Althou•h the objectives
of industry and the Government an res ects,
they obviously could differ in profit determinations,
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PROPOSED ASPR REVISION
OF IR&D POLICY 

In January 1968 DOD released two proposed revisions of
ASPR to Government agencies and industry associations for
comment. These proposed revisions were the culmination of
extensive efforts over a period of years to overcome the
problemsl of negotiating and administering IR&D and B&P.

Our evaluation of the proposed revisions indicated
that some of those problems would be alleviated by adoption
of the revisions. A summary of the revisions proposed in
January 1968 and our evaluation thereof are contained in
appendix III.

In February 1969 DOD officials informed us that the
comments received from Government agencies and industry had
been considered and that a number of significant changes
have been made. Two new proposed ASPR revisions were circu-
lated for comments. DOD had not taken action to implement
the proposed revisions by the end of November 1969, and we
understand that no action to implement them is planned, at
least not during fiscal year 1970.

The major changes in IR&D and B&P policy involved in
the latest proposed ASPR revisions are as follows:

1. The definition of IR&D would be broadened to in-
clude additional technical effort, such as systems and fea-
sibility studies.

2. The IR&D and B&P of all contractors, regardless of
their size, would be subject to a formula for determining
reasonableness of expenditures, except when CWAS applies.
The formula would be applied separately to IR&D and B&P and
would result in a cost ceiling for each. However, either
IR&D or B&P expenditures could be increased, at the con-
tractor's option, provided that the other was decreased so
that the sum of the two ceilings would not be exceeded.
Where it was considered that the formula determination of

1
These problems are discussed in chapter 5, pp. 50 to 70.
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leness 4 is 4 • .11 --suits, the
contractor or Government contracting officer would be al-
lowed to appeal. DOD officials expect that the contractors'
appeals would be favorably considered in only the most ex-
tenuating circumstances.

. • O.. •

3. IR&D and _Boid° winula h hurnlvened with 4aplic.able
overhead cost in the same manner as would projects under
contract, except that G&A expenses would not be included.

4. In unusual cases when application of the ASPR pro-
vision would be inequitable, IR&D costs could be deferred
until later periods for possible rPecavprv in the  prices of
products sold to the Government, if approved on a case-by-
case basis by the head of a procuring activity.

5. There would not be a requirement, although stipu-
lated in the current ASPR, that reasonableness of a con-
tractor's independent development costs be contingent upon
their being incurred on effort related to the contractor's
product lines for which the Government has contracts.

6. As the reasonableness of a contractor's IR&D costs
would generally be determined by application of a formula,
the proviston in the current ASPR that reasonableness may be
determined through_ the negotiation of advance ovreements
would be eltminated.

Evaluation of proposed revisions 

Although the proposed revisions to the ASPR covering
IR&D and B&P, if adopted, probably would alleviate some of
the problems that have existed for several years, 1.1.42.;
peared to us that the proposed revisions would result in
incr_ea..aed Government costs and decreased Govern -nt aware-
ness of Tha value of programs it was substantially funding.
We therefore suggested that the proposed revisions not be
implemented.
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AGENCIES HAVING OVERALL RESPONSIBILITY 

High-level organizations within the executive branch
of the Government, other than DOD, NASA and AEC, that ap-
pear to have some degree of responsibility for establishing
Government-wide policy in this area have attempted to de-
velop uniform cost principles for IR&D but have not recom-
mended policies as to the Government's role with respect to
participation in IR&D activities.

The Office of Science and Technology (OST), for exam-
ple, is responsible for recommending coordinated Federal
policies in the R&D area and for evaluating R&D programs
undertaken by agencies of the Federal Government. Although
the policymaking responsibilities of this organization to-
ward IR&D are not specifically prescribed, we were told that
IR&D was within OST's jurisdiction. We were also advised
that OST had not made studies nor recommended policies re-
lating to the Government's role with respect to IR&D but
had worked closely with the Bureau of the Budget (BOB) and
other Government agencies in 1962 and 1963 in an effort to
develop uniform cost principles, including cost principles
for IR&D.

BOB is responsible not only for preparing the Govern-
ment's annual budget and controlling its administration but
also for helping to bring about more efficient and economi-
cal conduct of Government service. As mentioned above, BOB
has, in the past, attempted to develop uniform principles
for contractors costs, including costs for IR&D.

NSF has as one of its responsibilities the development
and encouragement of the pursuit of a national policy for
the promotion of basic research and education in science.
We were told by an official of NSF that IR&D was a matter
of concern within NSF's overall responsibility for policy
formulation but that it had not reviewed this area. The
Director of NSF subsequently informed us that, as NSF had
no direct experience in examining into commercial IR&D and
related problems, it seemed that its role ought to be one
of commenting on policy proposals rather than developing
them.

42-060 0 - 70 - 3
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CONCLUSIONS 

Although individual Government agencies have developed their own
principles for accepting some portion of contractors' IR&D program costs,
there has been no attempt to develop a Government-wide policy based upon
total national interests and needs. We believe that an overl Govern-
ment policy should be developed  providing guidance as to the extent o
Which and under what circumstances Government agencies should partici-
pate in contractors' IR&D costs.

On September le, 1969, the Chairman of the Senate Committee on
Armed Services announced on the floor of the Senate that his Committee
intended to hold hearings on a bill (S. 3003, referred to the Committee
on October 6, 1969) to revise DOD's policy on IR&D and related costs.
In addition, the House Committee on Armed Services also intends to hold
hearings on the subject of IR&D and related costs. These hearings are
expected to take place in February 1970.-

In conjunction with these hearings, we are making the following
suggestions for consideration by the Congress.

1. .-tall of a contractor's independent technical efforts, in-
cluding IR&D, bid and proposal, 17177Ther tecnnicaleTrOrts, lwa
onsidered as a si e entit in determini the amount to be

accepted.,

As shown on p. 61, these several categories of independent tech-
nical effort are so similar that they are indistinguishable from
each other. Consequently, a ceiling on IR&D, for example, can be
avoided through description of an IR&D project under different
terminology.

2. That, if the Congress authorizes continuation of the present
practice of allowing the inclusion of IR&D as an acceptable cost
element in negotiated contracts, pOD be directed to identiq
separatelv in its appropriation requests thqk amount estimated tp
be repired for this purpose.

As shown on p. 7, both AEC and NASA have single annual appro-
priations for their contract operations and, therefore, these
appropriations provide the source of funds for R&D work performed
under direct contract or for the agencies' share of the costs of
contractors' IR&D work. However, DOD finances its contracts from
several appropriations. Generally, production contracts, which
absorb the bulk of IR&D charges, are financed by procurement ap-
propriations, whereas R&D contracts are financed by R&D appropria-
tions. 4 more romnlflp of to'al Rio work would he
provided if the amoun  estimated for IR&12 was also identifiRoLla
the Congress.

at a olic .1. I ,111 ill _I O., h extent
and under what circutaatanc_ea, Government agencies_ s ould

participate in the cost of JR&D.
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As stated previously, differing policies, procedures, and prac-
tices are being followed by the operating agencies. (See p. 12.)

We believe that the following issues and alternatives warrant con-
sideration in determining the Government-wide policy on IR&D.

1. Whether the present practice of allowing IR&D as an acceptable
overhead cost in negotiated contracts should be continued or
whether it should be changed to provide for--

(a) extending the use of direct R&D contracts to include those
IR&D projects which the agency wishes to support fully or on
a cost-sharing basis.

A contractor is not obligated to carry out a planned IR&D
project. Consequently, there would be greater assurance
that projects of significant interest to the agency would be
performed if contracted for. Furthermore, the Government
would be entitled to receive data as well as a royalty-free
license to any invention arising under the work if performed
under a direct R&D contract.

(b) authorizing an allowance for a specified percentage of the
remainder of the contractor's total 1R&D effort, irrespective
of the source of funding, as an incentive to contractors to
continue technical efforts beyond those directly contracted
with the Government. Such allowance could oe provided either
as an additional profit factor or through acceptance as a
recognized overhead cost.

2. Whether or not the allowances to contractors for IR&D should be
restricted to projects that have a direct and apparent relation-
ship to a specific function of the agency.

Under the present practice followed by DOD and NASA, costs of a
contractor's independent development effort for diversifying into
fields not directly related to the agency's mission may be ac-
ceptable. (See p. Cr.)

3. Whether or not, if IR&D allowances by DOD and NASA are continued
on the present basis and are not related directly to current or
prospective Government procurement, financial support should be
provided to companies with similar capabilities, which do not
hold Government contracts.

One of the arguments for continuation of Government participation
in IR&D is the strengthening of industrial technology. Extending
such support to other technically capable companies which do not
hold Government contracts may lead to an increase in the quality
of such technology and enable greater competition for future
Government procurement.

A
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CHAPTER 3 

NEED FOR CLOSER RELATIONSHIP OF 

GOVERNMENT R&D EFFORTS AND IR&D 

The House Appropriations Committee in its report on
DOD Appropriation Hearings for 1967 expressed concern as to
whether the R&D activities of DOD were appropriately inte-
grated with the work being performed under contractors'
IR&D. In other words, were step being taken to avoid un-
necessary duaalcarinn of „pffnrt21

In response to the Committee's concern, the Director,
Defense Research and Engineering (DDR&E), requested that
the Defense Science Board undertake a study into the ade-
quacy of communication of IR&D efforts and obtain examples
of benefits of IR&D. In reply, the Defense Science Board
reported in February 1967 "that the interchange of informa-
tion between DOD and industry is very good at the working
level but could be improved at the management level." The
Board recommended that a policy be established for volun-
tary submission of examples of beneficial results of IR&D.
from industry to DOD. The recommendation was adopted by
DOD and arrangements were made for an annual report of such
beneficial results.

•• • t info mation c90 • 8. •en ficial its
pf IR&D my be helpful at the nazement level in tustifi-
cation of—the nee to sunnort 
such information would be useful in precludinf_wmpressary,
duplication of effort. In view of the lengthy period that
may be involved from the inception of an IR&D project to
the evidencing of benefits from the project, it appears un-
likely that the disclosure of such benefits would serve to
preclude duplication. Furthermore, such reporting would be
limited to cases submitted voluntarily and probably would
not include unsuccessful IR&D projects.

1
As distinguished from duplication of effort undertaken de-
liberately and knowingly to provide parallel approaches to
a solution.

•
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We note that contractors are genc!rally informed of
DOD's needs through such media as agency-sponsored
advanced-planning briefings and the publication of various
documents which describe DOD's needs in specific technical
areas. For example, the Air Force prepares technical ob-
jective documents which describe for each Air Force labora-
tory the projects the Air Force is presently interested in,
the state of the art in the area, and the areas in which
the Air Force believes further work is warranted.

Contractors' representatives also advised us that they
make frequent visits to DOD laboratories to inform the lab-
oratories of contractor capabilities. Evidence of a con-
tractor's competence is also obtained by the Government
from various proposals the contractor submits.

We noted also that the military services use other
means to keep informed of contractors' abilities. For ex-
ample, the Air Force has scientific and technical liaison
officers whose primary function is to maintain liaison be-
tween Government laboratories and contractors. The Air
Force also performed technology reviews at the plants of 16
major defense contractors within the 4-year period from
1964 to 1967. These reviews were initiated at the contrac-
tors' requests to provide Air Force scientific and techni-
cal personnel the opportunity to directly observe the con-
tractors' laboratories, facilities, programs, and capabili-
ties. Air Force regulations state that during these re-
views emphasis is placed on the informal exchange of scien-
tific and technical information.

Although the informal communication between agency and
contractor personnel should be helpful in avoiding unneces-
sary duplication of effort, it appears that a more system-
atic method of disseminating information on the content of
contractors' IR&D programs may be warranted.

CONTRACTORS' BROCHURES 

At the time of our study, contractors' IR&D programs
were generally being presented in brochures for evaluation
by technical representatives of the designated military
service.
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If the contractor submits a brochure covering its IR&D
program, DOD requires that the brochure be prepared in ac-
cordance with instructions prepared by DOD and approved by
BOB. NASA follows this procedure also. AEC on the other
hand does not require a brochure. Instead, AEC requires
the contractor to submit for evaluation information on
those individual projects which the contractor considers to
be of benefit to AEC contract work and which,consequently,
may warrant cost acceptance by AEC.

DOD brochure instructions require the contractor to
classify each of its projects as to independent research or
independent development and to furnish considerable data.
For example, the contractor is required to furnish a state-
ment comparing past, present, and future IR&D program
costs; to state whether the costs include overhead; to fur-
nish a statement relating the independent development ef-
forts to the product lines for which the firm has con-
tracts; to provide the position classifications of person-
nel, who are responsible for each project, along with their
educational and experience background; and to provide the
cognizant military service any additional requested infor-
mation about specific projects.

The number of projects contained in the brochures of
the contractors included in our study varied from about 40
to about 400.

We were informed by DOD officials that, when the re-
quirement to submit brochures was first put into effect,
there was some objection from industry because this type of
information was not available. According to these offi-
cials, however, the brochure reauirement forced industry tq.
im rove its 'lan S. :s I -.5 •• • • •

management tool by industry as well as for
avai a e in ormation to DOD. 

• •
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TECHNICAL EVALUATIONS 

In June 1960 DOD established the Armed Services Re-
search Specialists Committee (ASRSC) for the purpose of
performing technical evaluations of contractors IR&D proj-
ects. ASRSC originally included a scientific and technical
representative from each of the military services and from
DDR&E; the DDR&E representative acted as the chairman. At
the time of our study, DDR&E no longer had a member assigned
to ASRSC and the chairmanship was on a rotating basis. NASA
has recently been granted membership in ASRSC and provides
technical evaluations supported by plant discussions and
reviews of contractors' programs when needed.

According to DOD instructions, the objectives of a
technical evaluation are to determine whether the contractor
has maintained a proper segregation of independent research
projects from independent development projects and has fur-
nished to the cognizant agency reports and recommendations
as to the scientific and technical factors affecting the
basis for supporting such programs and the extent of this
support.

The technical evaluation process starts with the re-
ceipt by ASRSC of the negotiator's request for an evaluation
and the contractor's brochure. The latter is disseminated
to the DOD laboratories and NASA centers selected to partic-
ipate in the evaluation. We have been informed that the
laboratories or centers selected ordinarily will be those
with competence in technological areas which are prominent
in the contractor's IR&D program. Representatives of each
laboratory or center prepare a report on their evaluation
efforts, and an ASRSC member prepares a consolidated report
therefrom. The consolidated report is then forwarded to the
negotiator by ASRSC for consideration in negotiating for an
advance agreement with the contractor.

During our study we inquired into whether technical
evaluations could be expected to result in any future ancil-
lary benefits to either DOD or the contractor. DOD techni-
cal personnel claimed various ancillary benefits arising
from the evaluations. We were told that technical evalua-
tions give contractors an opportunity to illustrate their
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technical competence in specific fields and give DOD repre-
sentatives an opportunity to learn about the contractors'
abilities.

DOD technical personnel claimed also that, as a result
of a technical evaluation, the contractor may become  in-
formed of the Government's needs in certain technical areas.
We were told that the contractor is thereby

.1-s efforts to meet these needs a d to curtail or de-
emphasize projects not_warrantinz continued support. We
were told also that technical evaluations are of value in
integrating Government R&D efforts with IR&D programs.

The procedures being followed in making the technical
evaluations varied. They might involve field visits to the
contractor's location by selected representatives of in-
terested Government laboratories. Such visits generally
were brief and did not cover all of the projects included in
the contractor's brochure; instead they were limited to se-
lected projects. In some cases, the evaluations might be
limited to reviews of the brochures without a field visit.

We were informed that one of the benefits derived from
........the te_chnir_AA _ma,nlma_tinns is the_B)midance of unnecessar

duplication of effort. An Army representative told us  tat,
if he foss s- e- 0 4 • 0. -n • • ed
work being done by the Army Lahoratomies_ he might redirect
the Government work.' He pointed out, however, that he
would not be in a position to know of, or redirect, work be-
ing done by the Navy or Air Force.

Army laboratory personnel that we contacted stated that
they were aware of only one case in which laboratory work
had been specifically redirected because of a contractor's
IR&D studies, We noted that Army laboratory personnel who
perform technical evaluations were required to report all
such cases to the Army ASRSC member. $1Qilar..Lgglaxggants

1
It should be noted that the contractor cannot be directed
to continue work on an IR&D project after the Government
laboratory efforts are cancelled, deferred, or redirected.

•
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did not exist in the Air Force or the Navy at the time of
our study.

Air Force laboratory personnel told us that they do
not normally use information gained during a technical eval-
uation to redirect the R&D effort of a Government laboratory
because the laboratory has a more accurate knowledge of its
relevant scientific problems than the contractor does. A
Navy technical evaluator told us that he did not consider
duplication of effort between the contractor and the Govern-
ment because he believed that, as long as a creative atmo-
sphere was maintained, the IR&D project was justified. He
said that he was not in a position to say who should or
should not be working on similar projects.

NASA is now represented on ASRSC and, during the tech-
nical evaluation of the contractor's IR&D programs, reviews
those projects that relate to NASA's fields of interest.
We were advised by NASA personnel that, in most instances,
contractor personnel discuss planned IR&D projects with
NASA laboratory personnel before the contractor's brochure
is prepared.
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AEC PROCEDURES 

AEC cost principles on IR&D preclude payment for IR&D
projects which duplicate work being done under any AEC con-
tracts. Although detailed procedures have not been estab-
lished to implement this policy, 4EC has rplipcl_ on its_or-
ganizational structurP_ which divides the technical resza-
sibilitv among its various proerams. with the result th41__
;echnical persqnnel in a givPn program are usually knowledge-
able on ro.ects bein undertaken throughout AEC in that
program area. , For example, in the case of reactor develop-
ment and technology where much of AEC's IR&D is paid, the
Division Director at AEC's headquarters is responsible for
providing technical support to the field office managers
during negotiation and administration of contracts, includ-
ing IR&D.

DATA BANK

;n connection with certain categories of research and
by Government lab°rat°ries

or under direct Government contracts— a Procedure has been
..,5tablished to Provide a data bank for use in disseminatin 
information and avoiding duplication of effort. This data 
bank is maintained by the Defense Documentation Center of 
the Defense SUDIAY Agency. Each project is to be reported
to the Center on a Form 1498 showing a brief description of
the project, a "key word" index, name and telephone number
of principal investigator, etc., and is to be updated when
significant changes occur. This information is then coded
into the data bank by the Center and is available for print-
out on request,.

NEED FOR EXPANSION OF DATA BANK TO INCLUDE IR&D

We believe that inclusion in the dat_IJ1121,..j.11L111
0p on rontrartnrs' TRAM pr4gramq might hp nqpfill in prnvi4-
ing additional data to Government acientits and engirleers
for consideration _in selecting research proiects, In view
of the proprietary nature of the contractors' IR&D programs,
it would be necessary to ensure that such information was
CM-fined to Government personnel. Also, in view orihe fact
that the contractor's IR&D program is subject to change,u2.-
yiSiOns to rovisetta data bank would be need.
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Under such a system information as to projects planned,
under way, or completed by contractors would be available
to all Government project managers; whereas, under the sys-
tem in effect during our study, such information would be
available primarily to only those Government personnel di-
rectly involved in the evaluation of the IR&D program.

We discussed this matter with DDR&E officials during
the course of our study. As a result, they requested the
National Security Industrial Association, an association of
Defense contractors, to propose a system for IR&D reporting.
The Association's report, issued in January 1968, suggests
summary reporting by scientific area of the amount spent,
the number of professional man-years, whether the effort
was research or development, and whether the effort was di-
rected toward DOD or NASA programs or both.

A DDR&E official informed us that such information
could help keep management informed on the extent of re-
search and development being performed by industry so that
determinations could be made as to those fields that re-
quire greater funding.

The official,however, agreed with us that reports such
as those proposed by the Association would not be in suffi-
cient detail to aid at the project level in determining
whether a proposed project would duplicate work in prog-
ress. He said that a systematic method of disseminating in-
formation on IR&D projects in process would be useful in
avoiding unnecessary duplication in Government-sponsored re-
search. He informed us that a study was in process to de-
termine the most feasible method of providing this informa-
tion and that, in the interim, arrangements were being made
to provide copies of all IR&D brochures to each military
laboratory.

In our draft report we recognized the consideration
being given this matter by DOD and suggested that the study
be continued to determine a more systematic method of dis-
seminating to Government personnel the information contained
in the IR&D brochures. We suggested also that arrange-
ments be made for inclusion of non-Defense agencies in the
scope of the study to obtain maximum potential benefit.

A
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.‘"

In September 1968, DDR&E informed us that that office
was well along in establishing a procedure that would en-
sure that knowledge of the content of the various industrial
programs supported by DOD and NASA would be made available
to appropriate Government personnel on a regular basis.
The Director of OST commented favorably on the actions be-
ing taken by DOD in this respect, and the Deputy Director of
BOB advised us in November 1968 that the Bureau was monitor-
ing DOD's progress.

ate D-c-n.- • • • cials in-
tormed us that the DOD/NASA policy toward MELD was being re-
yised (aae D. 27)_ and that this revi%laa.BenerallY would
eliminate the need for advance agreements and the need to 
4cquire contractors' b 
;rig advancp agreements Because the brochures were also an
integral part of the procedure being developed by DOD to
disseminate information on IR&D projects, it became obvious
that  new approach 
be eliminated.

A
a from contractors,

ent brochures for the ur
cif aiding technical revi  wers in evaluatin IR&D pro rams.
1110D sta,Uhat it plannacLaLsa_tda....astab
the Defense Documentation Center to be_used primarily to 
ee the DOD technical communitv_informed_of_mhat was actv-

aillv being 'one .v is• strv in the LR&D area. The informa-
tion for the data bank would not be extracted from the bro-
chures but would be submitted separately in standard format
at the time a project was started and effort committed, not
just planned. DOD feels that information in the brochures
would be proprietary in nature, and would not otherwise be
suitable for use in the data bank.

The responsibility for maintaining the data bank will
rest in an Independent Research and Development Technical
Review Committee which will be established by a revised DOD
Instruction 4105.52 after the proposed ASPR revisions have
been adopted. IL.J1puajw.r.p..Lar.g.....rlax_ILQ_Q.stablish-
r4ent of a data hank depends union the implementatipn of the
proposed ASPR revisions.
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CONCLUSIONS 

It seems evident from responses made concerning our
draft report (see p. 76) that the principal Government
agencies involved recognize that a systematic method of
disseminating information on IR&D projects that are in
process is needed in order to help prevent unnecessary du-
plication on Government-sponsored research.

DOD has indicated that it intends to establish a data
bank to provide this needed service when and if the pro-
posed ASPR revisions for IR&D and B&P are finally approved.
However, there is no indication of intent to establish a
data bank if the proposed ASPR revisions are not imple-
mented. We see no reason why the proposed data bank would
not be equally appropriate under the current ASPR.

As stated on p. 30, we are suggesting to the Congress
that a Government-wide policy be established on IR&D. One
of the issues that we have suggested for consideration in
determining such policy involves the awarding of direct
R&D contracts for those IR&D projects which the agency
wishes to support. If such arrangement is decided upon, the
supported projects would automatically be subject to re-
porting under the current data bank procedure. Therefore,
we are making no further recommendations on this matter at
this time.

A
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CHAPTER 4 

RIGHTS TO ROYALTY-FREE USE 

OF INVENTIONS UNDER IR&D 

The Government patent policy stated by the President
in his memorandum of October 10, 1963, provides that, sub-
ject to statutory restrictions, in any case where an inven-
tion or discovery is made in the course of or under any
Government contract for research and development, the Gov-
ernment should, as a minimum, receive at least a nonexclu-
sive royalty-free license throughout the world for govern-
mental purposes. This patent policy statement does not
make specific reference to inventions developed by contrac-
tors under IR&D; and, according to information provided by
the official who drafted the policy statement, the policy
was not intended to cover such inventions.

AEC's stated policy with respect to patent rights
arising under IR&D differs from the policies of DOD and
NASA. In practice, however, the Government does not nor- .
mally obtain rights to inventions arising from IR&D under
the policies of any of these agencies. We have been in-
formed that AEC has recently negotiated an arrangement un-
der which it will receive patent rights. The positions
taken by these agencies are described in the following sec-
tions of this report.

AEC PATENT POLICY AND PRACTICE

Procurement regulations issued by AEC provide that, un-
der certain circumstances, AEC obtain rights to inventions
conceived by contractors in the course of or under IR&D
projects. The regulations provide that:

1. Whenever the aphency's cost partirination in an-14:a
project is lpss than _20 perrpnt, the contractor be
required to submit a summary report on the results
of such an IR&D project if requested to do so how-
ever, the _age= olvez not seek patent rights;
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2. When the agency's cost participation is between 20
and 75 percent, the agency require a nonexclusive
irrevocable paid-up license to AEC for AEC purposes
to any invention or discovery arising from the IR&D
project and, if requested by the agency, a complete
and detailed technical report on any such invention
or discovery; and the agency require that a summary
report be furnished on the results of all such
projects; and

3. If the agency's cost participation exceeds 75 per-
cent, AEC require the contractor to furnish useful
scientific and technical information and data, and
a nonexclusive, irrevocable, paid-up license to the
Government for all purposes with the right to grant
sublicenses for all purposes.

It should be noted that AEC seeks to avoid substantial
participation in contractors' IR&D efforts. We were told
that in one case it appeared that participation in a con-
tractor's IR&D project would exceed 20 percent; but, be-
cause the contractor was reluctant to accept the AEC rights
requirement, AEC waived these requirements. We were ad-
vised by agency officials that AEC rarely participated in
the cost of a contractor's IR&D project by more than
20 percent and that, in fact, no instance had arisen under
which either data or patent rights were acquired.

We also noted that at one time AEC had considered
10 percent as being a substantial share of the cost of an
IR&D project. We were informed, however, that, when this
10-percent rule was employed during IR&D negotiations, at
least one contractor acceded to a reduction in cost partic-
ipation to below 10 percent so as to avoid the granting of
any rights to AEC.

As explained previously, AEC will accept an allocable
share of the cost of IR&D projects which benefit AEC con-
tract work. We were informed by an AEC contractor that, in
preparing a list of such projects for presentation to AEC,
any projects involving company rights to inventions are ex-
cluded. This procedure is followed to avoid conflict over
patent rights.

A
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DOD AND NASA PATENT POLICIES AND PRACTICES

It is the policy of DOD and NASA not to repii_r (-on-
tractors to furnish to the Government scientific and tech-
nical information. data. and/or patent righ.ts arising from 
TR&D effort_ regardless of the extent to which the Govern-
ment participates in such effort. This policy is based on
the belief thar IR&D is a normal cost of operating an inde-
pendent business and that IR&D costs are, therefore. prop-
crly allocable to all customers. DOD and NASA believe tW
the Government does not stand in any.speciai relationship
as a customer and like other customers, should not seek or
expect patent riehts when th pri it pays mr oroucts
includes costs of IR&D.

Prior to May 1964 ASPR provided that, where a military
department provided substantial financial support to a con-
tractor's specific project within his independent research
program, th?_ department could obtain for the Government
patent license rights to inventions, improvements, or dis-
coveries conceived or first actually reduced to practice
during or as a result of such support.

Although there was apparently no widespread applica-
tion of this permissive regulation, DOD reported two in-
stances where agreements with contractors required granting
the Government royalty-free license rights to inventions
developed under IR&D programs. Limited application of the
regulation was undoubtedly due to the stated general policy
of DOD of not seeking any rights in patents evolving from
IR&D.

According to information furnished by three  contrac-
tors included in our study, a significant port-inn-7-77r 
pents 4.5111ted from inventions arising from their IR&D 
programssi The Government is not entitled to royalty-free
license rights for use of such inventions. Two of these
three contractors are juimarily enga  ed in g7777777777es

1
The other four contractors included in our study did not
provide information as to the number of patents resulting
from their IR&D programs.

I.
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for the Government, and they recover from the Government a
substantial part of the costs of their IR&D programs in ad-
dition to earning profits. Under these circumstances,
question arises as to whether, as a matter of equity, the
Government should be entitled tp royalty-free rights to the
use of such inventions.

In a memorandum dated October 18, 1966, the Director
of Defense Research and Engineering posed the following
question to the Defense Science Board:

"(10) How can the DoD justify its position of
not taking data and patent rights for IR&D, par-
ticularly in cases where the majority of the con-
tractor's business is with the government."

In response, the Defense Science Board task group,
comprising corporate officials of six major defense con-
tractors, one research firm, and one university, responded
in February 1967, as follows:

"The corporation that competes in the open
market has a right to choose its markets. The
fact that the government is a principal customer
does not grant to the government any special
privilege. In the analogous commercial situa-
tion, the customer obtains no rights to a sell-
er's or contractor's independently developed
background patent and data rights, even though
IR&D is a necessary element of cost in the price
of the product and is paid for by the contractor's
customers.

"Current DoD policy is consistent with gen-
eral business practice. A departure from this
policy would tend to make selected large compo-
nents of industry captives of the government to
an extent not now intended or desired."

42-060 0 - 70 - 4
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RATIO OF PATENTS RESULTING FROM
IR&D PROGRAM TO PATENTS RESULTING
FROM R&D CONTRACTS 

As stated previously, information obtained from three
rontractors indicates that in maw cases a_significant por-
tion of their inventions were attributed to their IR&D pro-
grams,_ under which the Government is not entitled to 
royalty-free license rights.

One company, for example, informed us that, during a
6-year period, it had been issued 22 patents for inventions
resulting from its IR&D program and that it had received 17
other patents resulting from Government contract work to
which the Government received royalty-free licenses.

A second company informed us that, during the 3-year
period from 1964 to 1966, it had received 23 patents, of
which 22 related to work under its IR&D program. We were
told, however, that many of these patents were for inven-
tions developed in earlier years and that a more current
picture would be obtained by considering patents applied
for during the same 3-year period. The company stated that
during this period it filed 10 applications for patents and
the Government was granted licenses to five of the 10 in-
ventions involved. The company further informed us that
the Government received five patents during the period on
inventions developed by the company and applied for patents
on an additional seven company-developed inventions.

Information obtained from the third contractor showed
that, during the period from 1961 to 1966, 57 patent appli-
cations resulted from its IR&D work whereas 26 resulted
from its Government-contracted R&D work. During the same
period 35 patents were obtained by the same contractor
under the IR&D work whereas 19 were obtained under the Gov-
ernment R&D work. The company informed us that during
these years the Government-contracted R&D work represented
about one third of its total business and that less than
one third of its IR&D program costs had been reimbursed by
the Government.

It should be noted that the expenditures by these three
companies for co!itracted R&D work were auhstantially greater
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than the expenditures for IR&D. However, in view of the
fact that the work under the IR&D programs is generally ex-
ploratory in nature and normally does not result in produc-
tion of a fully developed item, it is conceivable that the
IR&D work might result in a greater proportion of inven-
tions than contracted R&D work.

Our study also indicated that a close relationship may
exist between contractors' IR&D programs and their R&D work
performed under direct Government contracts. In those
cases where the R&D work is directly funded by the Govern-
ment, the Government is entitled, as a minimum, to royalty-
free rights to any inventions conceived or first reduced to
practice in performance of the contract. On the other hand,
if the work is not financed directly by the Government, as
in IR&D programs, the contractor retains all rights to any
inventions. Frequently, the work is begun under the IR&D
program and subsequently is included in a direct Government
R&D contract. At times, the Government contract may be
followed by IR&D work in related fields. Under these cir-
cumstances, it appears that it may be difficult to deter-
mine whether the Government should be entitled to rights to
a given invention.

Although as stated above, it is not DOD policy to take
rights to inventions arising from IR&D, we were informed
that, under certain circumstances, contractors grant the
Government rights to such inventions.

In the Air Force all newly developed equipment for use
in the operation of aircraft must undergo successful flight-
testing before being approved for use. Most ideas that orig-
inate from IR&D require some further development and flight-
testing before an acceptable item is produced. Inasmuch as
development and flight-testing are expensive, most contrac-
tors, we are informed, prefer having this portion of the de-
velopment process financed by the Air Force. The Air Force
considers this work as representing the first actual reduc-
tion of the invention to practice and requires the contrac-
tor to grant it royalty-free rights to the invention.

Our study did not include any review into the accuracy
of the contractors' classification of inventions into those
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in which the Government is entitled to rights and those in
which the contractor retains all rights. However, previous 
studies that we made disclosed a need for DOD to take steps
to provide_zreater assurance that the Government is obtain-
ig of the rights to which it is entitled.'

Revisions were made in ASPR in October 1966 to (1) pro-
vide the contracting officer or his authorized representa-
tive access to contractors' records that are directly per-
tinent to the discovery or identification of subject inven-
tions (inventions conceived or first reduced to practice
under Government R&D contracts), (2) require the contrac-
tor to forfeit all rights in any subject invention that he
failed to report to the contracting officer, and (3) pre-
scribe more specific Government "follow-up" procedures for
assuring that subject inventions are identified and the
Government's rights are established and protected. These
revisions, if properly applied, should provide greater assur-
ance that the Government is obtaining rights to all inven-
tions developed under R&D contracts,

CONCLUSIONS 

In view of the substantial amounts of contractor IR&D
being absorbed by the Government and the close relationship
of IR&D to R&D (under which the Government is entitled to
rights), we believe the question_as to,whether the Govern-
m-11 MO • O.. use
gf inventions arising from IR&D orQ2rams .ants further
.c.21.0pra_tinn,

As previously stated (p. 30), we are suggesting that
a Government-wide policy on IR&D be established by the
Congress. One of the issues that we believe warrants con-
sideration by the Congress in arriving at such a policy

V concerns the awarding of direct R&D contracts for those
IR&D projects which the agency wishes to support. If such
contracts are awarded, the Government would be entitled,
as a minimum, to receive at least a nonexclusive
royalty-free license to use any resulting invention
throughout the world for governmental purposes. Therefore,
we are making no further recommendations on this matter at
this time.

1B-133307, November 19, 1964; B-133386, November 27, 1964;
. B-154814, June 25, 1965; B-133386, April 12, 1966.
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CHAPTER 5

OTHER PROBLEM AREAS 

DELAYS IN NEGOTIATING ADVANCE AGREEMENTS 

DOD, NASA, and AEC regulations provide that the re-
quired determinations of reasonableness and allocability
for IR&D may be made either before or after the costs have
been incurred. The IR&D costs of smaller contractors gen-
erally are treated in the same manner as other overhead
costs and are subject to the customary postaudit review for
acceptability. For larger contractors, limitations on the
amount of IR&D costs that may be accepted in the pricing of
Government work are generally set forth in agreements nego-
tiated by the contracting parties.

These advance agreements provide sone assurance to the
cont a • 4. its 16,, • red and that
disputes with other Government contracting personnel con-
cerning t e reasona• eness or allocabi 1  of the costs
will be minimized or avoided. At t ime advance
agreements limit the Government's liability for IR D costs.
To be most effective, such agreements should be negotiated
prior to cost incurrence. We found. hnweve_r, that only
about 38 parcent of the a reements ne otiated b DOD in
1966 were negotiated prior to cost incurrence.

Basis for advance agreements 

Under current DOD regulationsl a contractor may seek
an advance agreement if a substantial portion of its busi-
ness is with DOD and if the firm's IR&D costs are substan-
tial in amount. We have been informed substantial means
that the IR&D costs must exceed $1 million annually and
that over 50 percent of the contractor's business must be
with DOD. Ti- "U.'. U. • con. - ion
2.r....Ia_iniallele_d_r_p_a4e_r_j_f_ix cnrnorate divisions, 1)0D had 76
lLAILQWEQPts for fiscal year 1966 58 con-

tractors.

'As stated on page 27, revisions are now under considera-
tion.
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Many of the contractors are engaged in work with more
than one military service. In determining which of the
military services is to have cognizance over a contractor's
IR&D program, consideration is given to the service which
has the preponderant amount of work, has the cognizant
plant assignment, or has an existing relationship with the
contractor. For fiscal year 1966, the Air Force had 48
cognizant assignments, the Navy 23, and the Army 5.

When the contractor seeks an advance agreement, DOD
may (1) request the contractor to submit a brochure describ-
ing its program, (2) perform a technical evaluation of the
contractor's IR&D program, and (3) negotiate with the con-
tractor the amount of the ceiling and the cost-sharing
ratio. These procedures are separately discussed in detail
in other sections of this report. (See pp. 33 to 37, 54 and
55, and 64 to 66).

Some of these firms do a significant amount of work
for NASA and, in such cases, a NASA representative is on
the negotiating team. The negotiations are sponsored or
chaired by DOD. As a general rule, NASA accepts the agree-
ments which result from these team efforts but reserves the
right to negotiate independently if major interests of the
agency are not recognized. We are told that only in rare
cases has this exception been exercised.

AEC cost principles emphasize that it is important for
agreement to be reached between AEC and its contractors in
advance of the incurrence of costs in categories where rea-
sonableness or allocability are difficult to determine in
order that possible subsequent disallowance or dispute may
be avoided. AEC has advised us that IR&D falls into this
category; however, AEC regulations do not set forth any
specific requirements which a contractor must meet to qual-
ify for a formal advance IR&D agreement. We have been in-
formed that, where substantial amounts of IR&D are reim-
bursed, AEC has either negotiated advance agreements or is
in the process of negotiating advance agreements.

Delays noted 

Prior studies into the administration of IR&D showed
that many agreements were not being negotiated in advance
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of cost incurrence but instead were being negotiated long
after the IR&D programs had been in effect.

A study group formed by DOD in 1962 reported that ne-
gotiations were being completed from 8 to 10 months after
the beginning of the contractor's fiscal period. The delay
was attributed in part to DOD Instruction 4105.52, which
stated that a sponsoring department might require a con-
tractor to submit a brochure and that, if required, the
brochure would normally be submitted before the beginning
of the contractor's fiscal year in which the cost was to be
incurred, or at least within the first 90 days after the
beginning of that fiscal year. The study group also
pointed out that the technical evaluations required from
3 to 8 months and the negotiations approximately one month.

We made an analysis of all the agreements negotiated
by DOD for 1966 and found that only 38 percent of them had
been established in advance of cost incurrence. About
9 percent of the agreements were established from 1 to 3
months after the start of the period, 17 percent were 3 to
6 months late, and 36 percent were more than 6 months late.

One of the firms included in our study had not had an .
agreement negotiated in advance of cost incurrence since
1962. Another firm in our study did not have an advance
agreement until November 22, 1967, for the years beginning
January 1, 1965 and 1966 and, as of August 1968, did not
have an advance agreement for the year beginning January 1,
1967. This firm informed us that the long delay in receiv-
ing an agreement for 1965 and 1966 was due, in large part,
to an inability to bring together a number of divergent
views on some of the specific items under negotiation. The
company also stated that the 1967 negotiation was not
started by the Government until November 1967.

_ shed on a timel basis,
the agreements c nnot he usesi in price negotiations a t ongh
this is one of the primary justification for requiriLg..an
advance agreement. I absence of a timely agreement,
pricin:Lofficials have to rely on un.iagreements and must
estimate the effect of ad'ust  ent needed to cover current
conditions. In the event that substantial changes are in
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order, a delayed agreement could result in unnecessary
pricing problems to either party.

Under the present policy some contractors have been
unwilling to negotiate advance agreements. The Armed Ser-
vices' Board of Contract Appeals ruled on August 8, 1967
(ASBCA No. 11931), that, when advance agreement is not
reached between the contractor and the Government, the ASPR
does not prohibit allowability of 100 percent of the con-
tractor's 'R&D costs. Thus, it appears to be particularly
important to the Government that advance agreements be ne-
gotiated promptly.

The proposed revision to the ASPR, released by DOD for
comments in January 1968, provided that (1) where an ad-
vance agreement was required, it should be based on the
contractor's proposed program which would be submitted no
later than 30 days prior to the beginning of the period to
be covered by the agreements and (2) where there was fail-
ure to agree on the terms of the advance agreement, the
contracting officer would notify the contractor of the
amount to be recognized.

Delays in negotiating advance agreements, such as
those noted in our study, would probably be reduced if this
revision were to be adopted. However, whether it would be
possible to complete the technical evaluations and negoti-
ate advance agreements within the 30-day minimum period
stipulated is subject to question.

As stated on page 27, DOD further revised the proposed
revision to the ASPR in February 1969. The modified revi-
sion would completely eliminate the need for advance agree-
ments of the type discussed above.
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EXTENSIVE USE OF COST SHARING
IN ADDITION TO DOLLAR CEILINGS 

Ordinarily, the determinations of reasonableness, al-
locability, and allowability of individual overhead costs
such as those for IR&D are made by local contracting offi-
cials, often on the basis of either historical costs or es-
timates of future costs. However, when its IR&D cost prin-
ciple was originally developed in 1959, DOD believed that
the reasonableness and allocability of IR&D would be diffi-
cult for these local officials to determine.

The difficulty of the task and the number of different
contracts affected by separate negotiation indicated to DOD
that it would be desirable to have the required determina-
tions made centrally. This was accomplished by assigning
the responsibility to individuals within each of the mili-
tary departments, who, when functioning as a group are
called the Tr -Service negotiators. One of their responsi-
bilities is the negotiation of advance IR&D agreements with
contractors.

An advance agreement is a formal contract between the
contractor and DOD, The contractual document generally
contains a cost-sharing ratio which establishes the basis
for allocating the contractor's costs between the contrac-
tor and his customers, including the Government, and a dol-
lar ceiling on the share which will be recognized by the
Government for allocation to both Government and commercial
work. The cost-sharing ratio and ceiling are established
by negotiations between the contractor, representatives of
the military departments, and NASA, if the latter also has
contracts with the same company. Our study has shown that
the Departments are bound by the agreements negotiated and
that NASA usually accepts the product of these mutual ef-
forts although NASA has the authority to negotiate sepa-

rately.

In preparing for negotiations, the Government negotiat-
ing team usually establishes a prenegotiation position on
ceilings by considering the total dollar amount of the con-
tractor's IR&D program, whether the program costs include
related overhead expenses, whether the total program costs
exceed about 2 percent of the contractor's sales, and, if
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so, whether there is a reasonable explanation for the ex-
cess. The position thus established can be changed during
actual negotiations on the basis of additional data pre-
sented by the contractor.

The practices followed by the military services in the
negotiations differ. (See p. 64.)

A major area of concern to the contractors is the ex-
tensive use of arrangements in the advance agreements for
cost sharing from the first dollar of IR&D cost in addition
to dollar ceilings.

As stated in ASPR 15-205.35:

"(h) *** In recognition that cost-sharing of the
contractor's independent research and development
program may provide motivation for more efficient
accomplishment of such programs, it is desirable
in some cases that the Government bear less than
an allocable share of the total cost of the pro-
gram. *** ."

Although this provision indicated that cost sharing
was to be used "in some cases," it became customary to in-
clude cost sharing in the advance agreement in addition to
ceilings on the amount of IR&D that the Government would
recognize as reasonable.

The effect of a cost-sharing agreement and a dollar
ceiling is to require the contractor to spend a greater
amount on his IR&D program than the agreed ceiling if he
wishes to recover the maximum Government share. Following
is a hypothetical example.

A contractor whose sales are 75 percent to
the Government proposes an IR&D program involv-
ing $2 million. The advance agreement provides
for an 80-20 cost-sharing arrangement with a
ceiling of $1.8 million. This means that the
Government will recognize 80 percent of the ac-
tual incurred costs as being allocable to all
the contractor's customers, provided that 80 per-
cent of such actual incurred costs does not

/
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exceed the ceiling of $1.8 million. If the con-
tractor spends $1.5 million, the amount allocable
to all customers will be $1.2 million (80 per-
cent). If he spends $2 million, the allocable
amount will be $1.6 million. Unless he spends
at least $2.25 million, the allocable amount will
be less than the agreed ceiling.

It should be noted that the amount allocable under the

cost-sharing arrangement is to be distributed to all of the

contractor's customers. Consequently, the Government share

would be 75 percent of the amount determined under the cost-

sharing arrangement. Using the above illustration, if the

contractor spends $2 million, the Government share would be

75 percent of $1.6 million, or $1.2 million. If he spent

$2.25 million, the Government share would be 75 percent of

$1.8 million, or $1.35 million. This would be the maximum

Government share.

There may instancs. however,when the contrac-

t.uwahsnrhq that portion of IR&Ta c  sts allocate tofixed-

price contracts. This will hannen when t e contractor_is 
vhieving less than target profit or when the contract is 

in a loss position? Further, when IR&D costs are allocable 

to AEC or any other contracts under which they are not al-
lowable, the contractor will absorb the IR&D costs? 21111.

w.111 result in the contractor's absorbing a hi herpercent-

age of the IR&D costs than would be inticate by the shar-

ing ratio.

n our stud we foun t at was a lied

to 71 ••• .8 a reements ne otiated for

The cost-sharing ratios for the irms inc u
study varied from 65-35 to 90-10. We note that

has been applied at 6 of these firms every year

The records we examined did not reveal why cost

not applied at the other firm.

• • 111 ur
cost sharing
since 1962.
sharing was

In the majority of cases, there was little or no

change in cost-sharing ratios used with the firms in our

study during the period 1962-67. In one case, however, the

cost-sharing ratio decreased from 85-15 to 65-35 as the

cost of the IR&D program increased about 550 percent. In

another case, we noted that the cost-sharing ratio had
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increased from 70-30 to 80-20 as the program costs in-
creased about 220 percent. In both cases, the rate of in-
crease in the IR&D programs approximated the rate of in-
crease in sales.

Views within the Office of the Secretary of Defense
and the military services have differed as to the desirabil-
ity of requiring the contractors to share in the cost of
IR&D.

The DOD study group formed in 1962 to examine IR&D
commented, as follows, with respect to cos'- sharing.

"a. The imposition of cost sharing arrangements
in advance agreements is a standard practice
that has been universally adopted by the
three Services. In general both cost sharing
and ceilings are required as a double limita-
tion. This practice is not in keeping with
the intent of the ASPR principle.

"b. Cost sharing is being imposed without any
preliminary findings of unreasonableness.
There is little evidence of any direct re-
lationship between the cost sharing percent-
age and the quality of programs or the results
of technical evaluation. To the contrary,
there is a tendency to determine the degree
of cost sharing by the ratio of commercial
business to Government business."

Conversely, an Army Audit Agency report issued in
April 1965 stated that the absence of a cost-sharing ar-
rangement "provides no incentive to the contractor for more
efficient accomplishment." The report noted that, when
there was a ceiling on IR&D but no cost-sharing provisions,
contractors worked up to the ceiling and did not exceed it.

The Assistant Secretaries of the Air Force for Re-
search and Development and for Installations and Logistics,
in a memorandum of February 23, 1967, commenting on an
earlier proposal for revisions to ASPR cost principles on
IR&D and B&P, stated, as follows, with respect to the pro-
posal to eliminate cost-sharing arrangements.
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"(b) (1) Cost sharing is generally speaking,
poor procurement policy. ASPR 4-208 gives some
of the reasons why it should be avoided. ASPR
1-311, on 'buying in,' in effect suggests others.
But none of these reasons seems to bear on the
established practice of negotiating advance agree-
ments on IR&D with major contractors whose work
is predominantly with the Government, under which
the contractors agree to participate with 'their
own money' in the IR&D programs they elect to
pursue. This practice, confined as it is to ma-
jor Defense contractor centers whose typical
business is predominantly with the Government and
largely uncontrolled by the restraints of price
competition, neither undercuts equitable competi-
tion, nor influences competitive source selection,
nor jeopardizes contract performance. Therefore,
the practice is not inconsistent with the general
ASPR ban on cost sharing. Further, it must be
recognized that no matter what level of allowable
IR&D may be agreed to by the Government, the con-
tractor can and probably will, when it suits his
business objective, fund additional IR&D out of
his profits.

"(2)The practice of seeking contractor agree-
ment to a definite financial stake in IR&D pro-
grams responds to important characteristics of
the defense industry. Typically, a defense con-
tractor will feel heavy pressures to expand his
IR&D programs - pressures reflecting the facts
that he is in a business dominated by rapid tech-
nical progress and innovation, that his customer
seldom requires large quantities of the same item
over long periods of time, that his competitors
often compete with him more on a basis of develop-
ment and engineering proficiency than on one of
economic efficiency, that long-run survival and
prosperity in this business have appeared to de-
pend more on retaining and augmenting engineer-
ing strength than on maximizing short-run profits
by severe cost controls. In this milieu, we
need to create counter-pressures toward economic
efficiency. Price competition, the only complete
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answer, is typically impractical. So we substi-
tute so-called cost sharing as the best practical
counter-pressure. We single out IR&D (and re-
lated technical effort) from overhead generally
because the pressures on the contractor to in-
crease expenditures are heaviest by far in this
single area of overhead. We generally reject a
flat ceiling on IR&D as an acceptable counter-
pressure because it would not be effective until
expenditures approached the ceiling. What we
are doing is analogous to incentive contracting
(which itself could be called cost sharing), rec-
ognizing that IR&D costs in the defense industry
are particularly susceptible to upward pressures
and therefore call for a particular form of fi-
nancial participation by the contractor."

A Logistics Management Institute (LMI) reportl review-
ing the background of IR&D and B&P, and the changes in the
past and present environment in which IR&D and B&P changes
are conducted, commented as follows with respect to cost
sharing:

"A recent but limited sample of company
profit structures indicates that a significant
portion (07.) of contractors unallowable costs
is IR&D expenditures. This could lead to the
conclusion that IR&D expenditures under cost
sharing arrangements and in excess of ceilings
are reducing profits accordingly. However, it
must be assumed that the companies involved, in
making the decision to exceed the ceiling or ab-
sorb the additional cost under sharing, have made
a trade-off which indicated to them that they
would be in a better overall position in the long
run if they invested those additional IR&D amounts."

1
Reconnaissance Study of Defense Contractor Bikand Proposal
(B&P) and Independent Research and Development'(IR&D) Costs,
August 1967.
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Another LMI study, concerned with profits earned by
defense contractorsl indicated that most defense contrac-
tors were planning to increase the percentage of their nonde-
fense business, by concentrating growth efforts in this sec-
tor. LMI felt that this trend, if carried to the point
where contractors reduced their defense work, could be harm-
ful to the defense effort.

Elimination of cost sharing might provide contractors
with greater incentive to compete for Government contracts,
and this competition might be beneficial to the Government.
On the other hand, elimination of cost sharing might only
lead to additional cost to the Government. In any event,
it appears that close monitoring of future IR&D trends is
advisable.

IR&D and B&P which
were issued
in February 1969 iSEP 9, In- do not inchido Frnvision 
or cost sharing. 

1
Defense Industry Profit Review, Novembe 1967.
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RELATIONSHIPS BETWEEN BIDDING
AND PROPOSAL EXPENSE AND RELATED
TECHNICAL EFFORT AND IR&D

A major problem in administration of IR&D by DOD and
NASA has been the inability to distinguish IR&D effort from
the technical effort involved in preparing bids and pro-
posals and performing related activities.

Under the current ASPR, the cost of technical effort
designated by the contractor as pertaining to its IR&D pro-
gram generally is subject to limited acceptance in accor-
dance with the advance agreement negotiated with the con-
tractor. The cost of technical effort involved in prepar-
ing bids and proposals generally is not subject to such
limitations. The Government bears its full allocable share
of such costs so long as they meet the broad criteria in
the procurement regulations for reasonableness.

The types of costs involved in IR&D and B&P categories
of effort are quite similar, and in view of the difference
in their acceptability, there could be an incentive for a
contractor to classify IR&D efforts as B&P and, thus, in-
crease the probability of full reimbursement of the costs.
This would be particularly advantageous to the contractor
where his IR&D costs are in excess of the agreed ceiling.

This problem has been of concern to DOD officials for
many years. A special study group formed by DOD to exam-
ine into the IR&D area commented in November 1962 on the
need to resolve this problem. The Army Audit Agency, as a
result of a review of IR&D and related technical effort at
28 contractor locations, reported in April 1965 on the in-
termingling of IR&D with bidding and proposal and other
technical effort costs. In March 1967 we issued a report
to the Congressl on this subject and pointed out the

1
Report entitled "Review of Costs of Bidding and Related
Technical Efforts Charged to Government Contracts--Depart-
ment of Defense and National Aeronautics and Space Admin-
istration," B-133386, March 17, 1967.
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continuing eKistence of this problem and the announced plan
of DOD to conduct a study to develop an appropriate remedy.

At the request of DOD, a study was initiated by LMI in
June 1967 to identify the issues and problems confronting
both industry and the Government in this area and to deter-
mine whether the growth of IR&D and B&P was reasonable and
controlled. In its report issued in August 1967, LMI con-
cluded that the increases in TWO and B&P costs were caused
by technological growth, increased complexity of weapons
systems, increased competition, and changes in DOD contract-
ing and procurement methods.

rUfug...avonng_pd_x_evisions La the ASPR for IR&D and B&P
osts, as nrPpasA hy _Dan lantia_rV iand modi ie in

February 1969 27),, would, if adopted, e imina e the
problem of distinguishing IR&D from B&P.

AEC does not have the problem of distinguishing IR&D
from B&P because its regulations require that the subject
matter of both be of benefit to AEC. As stated on page 17,
AEC only accepts costs of IR&D projects that individually
benefit AEC contract work. As for B&P, the costs of pre-
paring both successful or unsuccessful bids and proposals
are allowable if their subject matter is applicable to the
AEC program. The subject matter is assumed to be applicable
to the AEC program if the bid or proposal is made either
(1) to AEC or to an AEC contractor for work to be performed
under an AEC contract or (2) to others for the performance
of work determined by the contracting officer to be of bene-
fit to the AEC program.

ALLOCATION OF OTHER
OVERHEAD COSTS TO 
IR&D

major area of dispute involves the auestion as to 
whether indirect and general and administrative (G&A) costs
applicable to the IR&D effort should be included in deteT-
Eialay the totla amount of allocable IR&D cost. The sig-
nificance of this question is illustrated by ehe following
hypothetical example.

42-060 0 - 70 - 5
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Assume that a company has a $2 million IR&D pro-
gram, an advance agreement cost-sharing arrangement of
80-20 with a ceiling of $1.8 million, an indirect
overhead rate of 100 percent, a G&A rate of 10 percent,
and 90 percent of the contractor's sales are to the
Government. If the IR&D costs are confined to direct
costs only, 90 percent of the indirect and G&A costs
applicable to the IR&D program will be absorbed by the
Government through allocation to Government contracts.
If, on the other hand, the IR&D costs are burdened
with the indirect and G&A costs, the Government would
absorb 90 percent of 80 percent of the costs in ac-
cordance with the advance agreement, so long as the
allocable IR&D and burden costs combined did not ex-
ceed the ceiling of $1.8 million. None of the bur-
dened IR&D above $1.8 million would be borne by the
Government.

ASPR 15-205-.35(f) provides for the allocation of an
appropriate share of indirect and administrative costs to
IR&D costs unless it is the consistent policy of the con-
tractor to treat such costs otherwise.1

In its report of April 1965 the Army Audit Agency
stated that it had found over the years that contractors
generally did not burden their IR&D effort but direct R&D
work was burdened.

Our analysis of 73 advance agreements on IR&D for fis-
cal year 1966 showed that burdening of IR&D was provided
for in most cases. In 49 cases the burdening of depart-
mental overhead was stipulated. In 17 cases the burdening
of both departmental and G&A overhead was provided for. In
only seven cases was burdening not provided for. Thus, it
seems that there has been a trend for contractors to agree
to include at least the departmental burden in computing
IR&D costs.

lAs pointed out on p. 19, AEC regulations require that the
costs of IR&D must include an amount for the related in-
direct and administrative costs.
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The pro-,Dosed ASPR revisions on IR&D and B&P would
eliminate the current discretionary provision andle
for burdening with all applicable indirect costs  except

,6e2k expense,

DIFFERENCES AMONG MILITARY 
SERVICES ADMINISTERING IR&D

Our study showed that lhe military services did not 
14se uniform procedures or practices in administering the
IR&D provram The inconsistences in their activities, de-
scribed below, have been pointed out in previous studies
by a study group formed by DOD, by the Army Audit Agency,
and by LMI.

We found that ilifferant nractic_es  are used by the Air
Force, Navy, and Army tw estab1ishin2 a prenegotiation
position on cost-sharin2_ratios. All of the services as-
sume that every contractor should share in the cost of his
IR&D program presumably because such cost sharing would
motivate the contractor to increased efficiency. The Air
Force .os k- e - — 5 sharing ratio for con-
VaCt0Vs engg 1yin C./wt. rnment work. This
means that only 75 percent of the contractor's total actual
cost may be accepted for allocation through overhead to all
customers. The remaining 25 percent of the costs are
treated as an unrecoverable cost.

he Air Force increases of the
TBAD costs if the contractor has commercial sales. For
example, the Air Force will increase the acceptearportion
by 1 percent for each 2 percent of commercial sales on the
theory that a contractor with commercial work is more likely
to exercise effective cost control, '- bus. a firm which
11,ps 90-percent Government salig,I.aaki..1L.pprrenT cquziaial
sales would have a share ratio of_8.P-20 If  he contrac-
toVs sales al.p half commercial cost shAx-inR would be
eliminated.

The Navy increases the acceiale.4.41c=isaa_d the costs 
if the contractor a
uggat.a. Thus a firm which charges both engineering over-
head and G&A expenses to IR&D may receive the highest shar-
ing ratio allowed 1 the Di.ot Vrretr-ts-80-20.
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Unlike the Air Force and the Navy, the Army does not
have well-defined procedures for establishing a prenegotia-
tion position.

Regulations have not been issued by DOD establishing
specific,uniform requirements for submittal of brochures.
We found, for example, that the Air Force obtained bro-
chures from each of the contractors under its cognizance
in each of the years we examined; the Navy had not re-
quired one of the two Navy contractors covered in our study
to submit a brochure for the last 2 years; and the Army

had not required one of the two Army contractors covered

in our study to submit a brochure for 1965.

Uniform guidelines have not been provided Government

personnel for evaluating the IR&D program. Personnel per-
forming a technical evaluation are required to report to
the negotiator on the scientific and technical factors af-

fecting the basis or extent to which IR&D programs should
be supported. We observed that DOD has not furnished lab-

oratory personnel a clear description of these factors or

an explanation of how they might affect the basis or ex-

tent to which IR&D programs should be supported.

Each of the military departments has its own proce-

dures for conducting technical evaluations. Air Force

procedures are set forth in a 19-page instruction whereas

the Navy has not issued any formal instructions. The Army

has prepared informal instructions which are given to the

technical personnel immediately prior to the evaluation.

In 10 of the 12 evaluations completed in 1965 and 1966

for the seven firms we visited, adverse and/or critical

comments were included in the evaluators' reports to the

negotiator. The contractors generally were not informed

of the results of these evaluations and were not given a

chance to review any of the adverse comments before they

were presented to the negotiator. In one instance, how-

ever, we were informed that the technical evaluator had

given critical advice to the contractor, and as a result,

the contractor redirected its efforts in the IR&D project

and obtained better results.
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According to DOD instructions, one of the objectives
of a technical evaluation is to ensure that the contractor
has maintained a proper segregation  of independent research
projects from indeDendent development u2jects. We were
told that, if such a segregation is done with care, it is
very time consuming; if it is not done with care, the re-
sults are of little value. We were informed by technical
personnel of two contractors that such a segregation is
made only to satisfy the Government. We found that one of
the seven contractors did not make such a segregation.

We found that the laboratories do not usually devote
much time to a technical evaluation. There are often sev-
eral hundred projects in the contractor's brochure and
making technical evaluations is only one of many tasks to
be performed by Government laboratories, which constitute
an additional burden to the technical personnel. The tech-
nical evaluation performed for 1965 and 1966 at one of the
firms in our study was limited to a cursory review of the
contractor's brochure. In the nine other cases, the lab-
oratories selected a few specific projects for review, as-
sembled a team of nine to 15 scientific and technical per-
sonnel, and visited the contractor's plant for 2 or 3 days.

The latest proposed ASPR revision for IR&D would elim-
inate the negotiation of advance agreements and the need
for brochures and technical reviews to aid such negotia-
tion. We have been informed, however, that DOD would con-
tinue to receive brochures and to make technical reviews
for other purposes. (See p. 40.) Whereas it appears to us
th.2.1. the differences, noted above.. between _e military
services in administerin  IR&D would be eliminated if the
proposed ASPR  evisionwprp im mentnA pjanc for

requiring brochures and technical reviews have not been
su ficiently advanced to enable identification of any other
problem areas that might result.
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RELEVANCY OF INDEPENDENT DEVELOPMENT 
EFFORTS TO GOVERNMENT INTERESTS 

ASPR 15-205.35(e) provides that costs of the contrac-
tor's independent development "are allowable to the extent
that such development is related to the product lines for
which the Government has contracts, provided the costs are
reasonable in amount and are allocated as indirect costs to
all work of the contractor on such product lines

In view of questions which arose concerning the inter-
pretation of the term "product lines for which the Govern-
ment has contracts," Defense Procurement Circular No. 7 was
issued in May 1964. This instruction is still in effect.

Defense Procurement Circular No. 7 states that "prod-
uct lines" consist of all those lines of effort which are
assigned for administration to a distinct organizational or
management unit of the business because such lines of effort
involve related physical properties, purpose, structure or
closely associated operational or production techniques.
Such units may be a department, group, division, or plant
depending on characteristics rather than size. The circu-
lar further points out that the quoted ASPR requirement does
not mean that the development project must directly benefit
or be related specifically to products for which the Govern-
ment has contracts. The circular states also that it should
not be interpreted, however, to permit allocation of devel-
opment costs which obviously have no correlation to lines of
effort within the business unit in which the Government has
contracts.

It appears that, under this interpretation, the Govern-
ment may participate in the cost of any independent develop-
ment conducted by the company provided it bears some rela-
tionship to lines of effort within the business unit in
which the Government has contracts.

Under this interpretation it seems that a contractor
could diversify into new product lines and services and the
Government would participate in his cost of entering such
new fields unless they "obviously" had no correlation to
the lines of effort within the business unit in which the
Government has contracts.
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Our limited study did not disclose any significant in-
dication that the contractors visited were using their in-
dependent development programs as a means of entering new
fields of endeavor at Government expense. However, we did
note in one instance that a contractor had been placing in-
creasing emphasis on meeting shifts in defense requirements
by diversification beyond existing product lines and ser-
vices, and a limited effort to extend defense technologies
to nondefense fields.

On the basis of discussions with DOD officials. we un-
derstand that, because of the broad ijvolvement of DOD in
practically all _aspects of thi. p.cnnnmv it wauld be unlikely
that any independent development effort would not in some
way be related to areas of Government interest.

The proposed ASR revision does not require a showing
that inde endent de ..m nt ex enses bear • II

to the contractor' pri,an_rt 4n.q _We understand that this
requirement was eliminated because of the ambiguity of the
current regulation. We recognize that the term "product
lines for which the Government has contracts" is broad.
Nevertheless, we question whether the removal of this crite-
ria may not result in tha_ah.sia.r.p.r-i.cia...4...t..laa...C.Q.v.p..Ligaggs,_gr—
independent development costs completely unrelated to the
Government's interests.

CONCLUSION

The problem areas described above have existed for
many years and most of them have been of concern to either
contractor or Government officials, or both. Corrective
action is needed.

The revisions to the ASPR for IR&D and B&P, proposed
in January 1968 would have, if adopted, alleviated most of
these problems. (See app. III.) The differences in proce-
dures among military services administering IR&D (see pp. 64
to 66) would not have been alleviated, however, because
these differences all involved advance agreements which
would have continued to be in use under the proposed ASPR
revisions.
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We, therefore, suggested in our draft report that DOD

devise uniform procedures for administering IR&D, including

prenogotiation arrangements, brochure requirements, and the

scope and nature of technical evaluations. In its response

DOD stated that it recognized the opportunity for improve-

ment that could be made in both procedures and practices

and informed us of certain actions already initiated.

These proposed ASPR revisions were withdrawn and re-

placed in February 1969 by two new proposed revisions which

would have provided for the use of a formula to determine

reasonableness of costs, and which would have completely

eliminated the use of advance agreements. It was our be-

lief that, if adopted, these proposed revisions would have

alleviated the problems discussed in this chapter. However,

as discussed on page 28, it seemed to us that the revisions

should not be adopted because of additional costs and other

factors. We understand that DOD does not plan to implement

these changes, at least during fiscal year 1970.

It is apparent, therefore, that the problems discussed

in this chapter will continue.

In view of the fact that we are providing the Congress
with several suggestions and alternative methods for han-

dling IR&D and related technical costs, we are not making
any recommendations to the agencies at this time.
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CHAPTER 6 

CONTRACTORS' COMMENTS 

We asked each of the seven companies included in our

study and the Council of Defense and Space Industry Associa-

tions (CODSIA) to comment on our draft report. CODSIA is

composed of representatives from nine member industry asso-

ciations of contractors which have common interests in de-

fense and space fields. We were informed that one of

CODSIA's major functions was to provide a central channel of

communications in order to simplify, expedite, and improve

industry-wide consideration of policies, regulations, prob-

lems, and questions of broad application involved in pro-

curement actions by DOD, NASA, AEC, and other Government

agencies.

In commenting on our draft report, most of the com-

panies did not discuss policy issues in view of the fact

that CODSIA was presenting an industry-wide position. Con-

sequently, we are limiting our evaluation in this section

to CODSIA's reply (app. X). We have, however, revised other

sections of the report, where appropriate, to recognize the

comments made by individual companies on matters of particu-

lar concern to them, as well as portions of CODSIA's com-

ments.

CODSIA stated that the report "falls short of achieving

the usually desirable objective of presenting a factual,

complete, essentially unbiased display of the information

available ***." CODSIA concluded that "substantial revision

is necessary in order to achieve a document which would be
an accurate and objective report."

As pointed out in the report (p. 4) and as recognized
by CODSIA in its comments, our study did not include a de-

tailed examination into the management or performance of

IR&D. However, a significant amount of work was performed
at nine contractor plants and 10 Government agencies, and
in our opinion the information obtained warrants presenta-

tion to the Congress in view of the substantial cost ab-
sorbed by the Government and the major policy issues in-
volved.
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In order to ensure that the information presented in
the report was factual and accurate, we forwarded a copy of
the draft report to the agencies and to each of the com-
panies included in our study for comment, specifically iden-
tifying pertinent pages and paragraphs. In contrast to
CODSIA's general contention that the report is not objec-
tive, other parties commenting on the draft were complimen-
tary as to the tone and content of the report. One contrac-
tor, for example, stated "we commend your report for what
appears to us to be a genuine attempt to achieve an objec-
tive and thorough analysis of the subject."

CODSIA presented in its reply the industry point-of-
view with the general theme of_inaintainin the Government/
contractor retjonshipiia TR&fl matters su s antia .it
1_7.21..t.L.e_grx,-ige.at....r..izap„ In brief, CODSIA believes that con-
tractors' IR&D efforts are "clearly mandatory and beneficial
to the Government," that IR&D programs are most effective
when the companies have freedom in selecting tasks and re-
directing efforts and retaining proprietary control over
the products of IR&D, and that companies are motivated
through competition and cost and price negotiation to con-
trol their IR&D costs. In our opinion_ CODSTA'c Aigrnqsinn 
of these factors is mu h m. - ctive than factual;
nevertheless we believe that the should be
ap ro riate Governm ions in evaluatin
NTloping policy on IR&D programs.

In several places in its comments, CODSIA attributed
to us conclusions that we neither made nor intended to im-
ply. In one instance the comments say that:

or de-

"*** The phrasing of the report indicates a dis-
position to question whether the Government is
receiving commensurate value. Indeed, the re-
port seems to render a judgment of lack of value
and seems to suggest that a further effort to
limit IR&D is in order.***"

As explained on page 10 of the report, Ittji.d_wilmake
the type of study that would enable us to reach a conclusion
as to whether or not the benefirs derived -from IR&D are com-
mensurate with the costs. It follows, therefore, that we
are not suggesting that IR&D necessarily should be reduced,
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as attributed to us by CODSIA. However, we are interested,
of course, in the Government's conducting necessary business
in the most efficient and economical manner possible.

In another instance the comments say that:

"*** the GAO is at this time apparently fully
endorsing the proposed revisions to ASPR 15-205.3
and 15.205.35 as probable solutions to much of
GAO's concern with DOD managing of IR&D and B&P
costs.***"

Although we stated in the draft report that the revisions
proposed in January 1968, if adopted, should alleviate some
of the problems that had existed for years, this did not
mean that we were fully endorsing such proposals. In fact,
we identified in a letter to the Chairman of the ASPR Com-
mittee several areas in which we believed some changes
should be made to the proposed cost principles to clarify
them or to improve their administration.

After the ASPR.Committee had reviewed the response, it
further modified the proposed ASPR revisions in February
1969 and asked for our comments. Our analysis led us to
believe that the proposed changes would result in increased
Government costs and in decreased Government awareness of
the value of programs it is substantially funding. Conse-
quently, we suggested that the proposed revisions not be
implemented.

The ASPR Committee has the formidable task of evaluat-
ing numerous responses to its proposals from both Government
and industry and of reaching agreement as to the most ac-
ceptable approach. Although we feel that it is desirable
for us to comment upon proposed revisions, we have no di-
rect responsibility for the changes that may evolve from
the ASPR Committee's deliberations.

In still another instance CODSIA stated that:

"*** this report gives the impression that as a
general rule a contractor should not be permit-
ted to recover his properly allocable and allow-
able expenditures for IR&D as an item of cost in
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the price of products purchased by the Govern-
ment--this without regard to any test that
might be applied to such expenditures such as
necessity, reasonableness and benefits."

We do not see how CODSIA could have received this impression
from the report, but, in any event, we certainly did not in-
tend to leave such an impression. In fact, we believe that
the basic theme throughout our report is to explore ways
and means whereby the Government can best assure itself that
it is paying contractors what is properly allocable and al-
lowable.
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CHAPTER 7 

AGENCY COMMENTS 

We received comments on the contents of our draft re-
port from six Government organizations--BOB, OST, NSF, DOD,
NASA, and AEC. Their complete replies are included in ap-
pendixes IV through IX.

The comments from these organizations were directed
principally to the four proposals we had made in our draft
report. Our first proposal was that a joint study be un-
dertaken by OST and BOB, with the assistance of NSF, look-
ing toward the establishment of a Government-wide policy to
provide guidance to participating agencies as to the extent
to which and under what circumstances they should partici-
pate in contractors' IR&D costs.

DOD stated that it did not see any need for a
Government-wide study because of: the close cooperation
between DOD and NASA; the relatively small amount of AEC's
IR&D/B&P expense and its reasons for pursuing an indepen-
dent policy; and the need for the General Services Adminis-
tration to include the DOD ASPR cost principle on IR&D in
the Federal Procurement Regulations on an optional, rather
than a mandatory, basis, as is ordinarily the case with
Federal Procurement Regulations.

DOD stated further that a requirement for uniformity,
such as that proposed, appeared to be a provision of uni-
formity for its own sake but that it would welcome any evi-
dence of gain that might be demonstrated in a study such as
we proposed.

NASA said that it had some reservation about the de-
sirability of an overall Government policy but endorsed the
conducting of a joint study. Other agencies responding to
our draft report did not oppose making a study.

The comments by DOD and some of the other agencies ap-
peared to us to be based principally on the premise that
the study we were proposing would be concerned solely with
the development of cost principles for IR&D and with the
application of these principles on a uniform basis
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throughout the Government. We intended, however, that thq.,
Iluay wou14.deve1op basi Government  policy concerninA
IR&D, rathar_thidlaila_reatrictpd to to- development of cost

inci les nd that this .olic could have built-in flexi-
bi to cover var in con itions in t e a encies invo
i the policyma ers setermined this to be the best ap-
uaza12;,

As discussed on page 30, both the Senate Armed Ser-
vices Committee and the House Armed Services Committee plan
to hold hearings on IR&D and related technical efforts,
which should bring about a greater understanding of the
problems involved and .1-121.1sili..f.ar.j.iltax„jag_flayugjaigagja:„...21
sa Government-wide policy.

Our second proposal was that consideration be given to
establishing a more systematic method of disseminating to
Government personnel the information contained in IR&D bro-
chures. None of the agencies objected to this proposal,
although NSF and AEC did not comment on this matter. It
was pointed out in the replies that DOD was developing such
a system to cover DOD and NASA contractors and that BOB was
monitoring DOD's progress. DOD indicated that the system
could provide for the inclusion of the IR&D programs of
contractors of non-DOD/NASA agencies, if the agencies so
desire. OST indicated that the Federal Council for Science
and Technology (FCST) would be the appropriate interagency
mechanism for promoting the exchange of such information
among the interested Federal agencies.

Subsequently, DOD reported to us in more detail how it
planned to establish a data bank of IR&D work being per-
formed by contractors. (See p. 40.) It appears to us,
however, that the establishment of the data bank depends
upon the implementation of the proposed ASPR revisions cov-
ering IR&D and B&P. We see no reason why the data bank
would not be equally appropriate under the current ASPR. We
are making no recommendations to the agencies on this matter,
however, in view of the planned congressional hearings.

The third_p_Lago,s41. was directed to the Secretary_Qf
Defense anO_suggested that, to minimize difficulties_in ad-
ministering IR&D caused by inconsistent methods of
operation within the military services, he devise uniform
procedures. We suggested that these procedures include
prenegotiation arrangements, brochure requirements, and the
scope and nature of technical evaluations.
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DOD stated that it had a highly uniform approach to
IR&D resulting from the centralized determinations of rea-
sonableness and allocability of IR&D costs, the establish-
ment of the ASRSC, the single department responsibility for
conducting DOD-wide negotiations with selected contractors,
and the fact that the Air Force was responsible for 63 per-
cent of all DOD advance agreements in 1966. Nevertheless,
DOD stated that it recognized the opportunity for improve-
ments in procedures and practices that could be made and
reported to us the actions it was taking on this matter.
Also, NASA indicated that it had joined DOD in improving
procedures and practices for administering IR&D. BOB re-
ported that it was monitoring DOD's actions.

However, as discussed on pages 68 to 69, it appears

to us that these administrative problems, as well as other
problems noted in chapter 5, will continue. We are pro-

viding the Congress with several suggestions and alternative
methods for handling IR&D and related technical costs.
Consequently, no recommendations are being made to the
agencies at this time.

The fourth proposal was made to FCST. We proposed
that, in view of the substantial amount of IR&D costs ab-
sorbed by the Government and the close relationship between
IR&D and contracted R&D work, FCST undertake a study as to
whether the Government should receive royalty-free license
rights to inventions arising from IR&D. This proposal was
concurred in by the Director of OST, who is also the Chair-
man of FCST, and by BOB and NASA. DOD, however, stated its
belief that no useful purpose would be served by a study of
the type we proposed.

DOD stated that the taking of rights by the Government
would exert a restraining influence on industry in its pur-
suit of patents, consequently minimizing probabilities of
exploiting the technology developed under Government
sponsorship. This opinion, as well as other reasons given
by DOD for its position on the question of royalty-free
rights should, of course, be considered in any study made
of this matter. NSF and AEC did not discuss this proposal
in their replies.

We are not continuing our recommendation to FCST in
view of our suggestion that the Congress establish a
Government-wide policy on IR&D. (See p. 30.)
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CHAPTER 8

SCOPE OF STUDY

Our study was directed toward obtaining information on
the policies, practices, and procedures followed in the man-
agement of IR&D. It did not encompass a detailed examination
of the costs of managing or performing this effort. Our
study was performed at 10 Government agencies and at nine
plant locations of seven different contractors.

We reviewed congressional hearings involving IR&D, par-
ticularly the hearings held by the House Subcommittee on
Department of Defense, Committee on Appropriations, for fis-
cal years 1967 through 1969.

During our study, we met with representatives of the Of-
fice of Science and Technology, Bureau of the Budget, and
National Science Foundation which are charged with the re-
sponsibility for formulating Government-wide policy in the
R&D area. We reviewea available documents setting forth the
responsibilities of these agencies toward IR&D and discussed
with officials their policymaking responsibilities.

We also reviewed records and obtained information from
Government officials responsible for management of R&D, pro-
curement, and financial administration in the Department of
Defense; the Departments of the Army, Navy, and Air Force;
the National Aeronautics and Space Administration; the Atomic
Energy Commission; and the Defense Contract Audit Agency.
We inquired into the basis and source of existing and pro-
posed IR&D policies and related implementing IR&D directives.

Our study also included extensive fieldwork in 1967 at
the Aerojet-General Corporation, Sacramento, California; Bell
Helicopter Company, Fort Worth, Texas; The Boeing Company,
Seattle, Washington; General Dynamics Corporation, Pomona
and San Diego, California; General Electric Company, Syracuse,
New York, and San Jose, California; McDonnell Douglas Corpo-
ration, St. Louis, Missouri; and Raytheon Company, Lexington,
Massachusetts. Our efforts at these contractors' plants in-
cluded identification of their procedures for managing IR&D
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programs, relating IR&D to R&D, and identifying factors
affecting the level of IR&D expenditures.

Also, we reviewed previous studies made by the Govern-
ment into IR&D. These included the report of a study group
formed in 1962 by the Deputy Assistant Secretary of Defense
(Procurement), a report issued on April 16, 1965, by the
Army Audit Agency (No. NY 65-1366), reports by the Logistics
Management Institute in August 1966 and August 1967, and a
report of the Defense Science Board Task Group in February
1967.

42-060 0 - 70 - 6
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COST OF PERFORMING IR&D AND

RELATED TECHNICAL EFFORT

Schedule I (DOD), page 86, and schedule II (NASA),
page 88, contain information on IR&D, other technical effort,
and B&P costs for approximately 90 major defense contrac-
tors doing business with DOD and approximately 60 with NASA
for the years 1963-68.

As shown in the schedules, DOD's share of major de-
fense contractors' total IR&D and related costs increased
from $459 million in 1963 to $685 million in 1968, while
NASA's share for the same period increased from $57 million
to $131 million.

In 1968, DOD's share of major defense contractors'
IR&D costs amounted to $333 million, while its share of B&P
costs amounted to $275 million. As explained on page 61,
it appears that a substantial portion of B&P costs involves
technical effort similar to that of IR&D. Consequently, we
believe that much of DOD's share of B&P expense and the
$77 million designated as DOD's share of other technical ef-
fort costs should be considered along with the $333 million
for IR&D as a more realistic measure of the total DOD share
of contractors' independent technical efforts, or up to
$685 million for 1968.

Conversely in 1968, NASA's share of major defense con-
tractors' IR&D costs amounted to $60 million, B&P costs to
$48 million, and other technical effort costs to $23 mil-
lion, or up to $131 million for 1968. Thus, the combined
DOD-NASA share of IR&D and related costs increased from
$516 million in 1963 to $816 millionl in 1968.

1These figures are subject to adjustment as follows:

a. Factory burden applicable to these costs is not included in all cases. (See p. 62.)

b. The BE& expense portion includes an undetermined amount of costs incurred in direct response to re-quests for bids, as distinguished from purely independent technical effort. (See p. 61.)

c. The MP expense portion also may include nontechnical costs to the extent they are not separatelyrecorded by the contractor.
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AEC's expenditures for IR&D have increased modestly in
recent years, and AEC advised us in June 1968 that, based
on a recently completed study, AEC's participation in its
contractors' IR&D and related technical effort costs
amounted to about $2.1 million a year. In addition, the
same study showed that about $800,000 was spent annually by
AEC for B&P expense.

We have been informed by industry representatives that
the figures we used to show an increase in IR&D costs have
been influenced by extraneous factors which, if nonexistent,
would have resulted in less of an increase. They pointed
out that (1) the 1963-66 period was a wartime period in
which much Government-sponsored R&D spending was deferred
and therefore more IR&D was necessary, (2) the trend toward
burdening direct IR&D and B&P costs with indirect costs
(see p. 63) had caused part of the increase, (3) DOD procure-
ment policy changes have had the effect of requiring more
IR&D and B&P expenditures, and (4) large increases in sala-
ries of scientific and engineering personnel have unusually
affected all R&D costs during this period.

We do not know the extent of the actual effect of
these factors on IR&D and other technical effort costs.
However, there is no question that the increases in such
costs are significant in amount. We noted from information
provided us by DOD that the increase trend continued through
calendar year 1968. During that year the costs for all in-
dependent technical effort of DOD's major defense contrac-
tors increased by about 14 percent over 1967. The total
sales of these companies increased by about 10 percent dur-
ing the same period.

Concerning DOD procurement policy changes, some of the
contractors in our study stated that IR&D and related tech-
nical effort costs had significantly increased because of
the manner in which DOD transacted business with contrac-
tors. The contractors contended, for example, that agen-
cies increased the use of competitive awards and required
contractors to assume greater risks; these factors, in turn,
increased the amount of technological knowledge a prudent
businessman needs before accepting contract work. A con-
tractor contended also that agencies decreased the lati-
tude given contractors for exploratory work within the
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scope of R&D contracts and that the extent of R&D effort
being performed under direct contracts had been reduced
and, as a result, increased work must be performed under
IR&D.

In 1959, when the current IR&D policy for DOD was es-
tablished, there was an extensive use of cost-type con-
tracts which provided contractors with the minimum amount
of cost risk. However, in recent years through increased
use of fixed-priced and incentive types of contracts, the
military services have increased significantly the general
level of cost risk assumed by contractors.

The military services have also changed the manner in
which they contract for major weapons systems, and this has
led to increases in contractors' IR&D expenditures. In a
report to DOD, Logistics Management Institute (LMI)1 dis-
cussed these changes and commented on their effect on con-
tractors. LMI noted that historically the initial step in
the acquisition of weapons systems was an idea generated
from a new concept arising from R&D, the need to meet a new
threat proposed by a potential enemy, or normal system
growth such as an improved product of the same family. Ac-
cording to the LMI report, IR&D played a relatively minor
role in systems development at that time. Either the Gov-
ernment requested proposals or the contractors submitted un-
solicited proposals. After a technical evaluation of the
proposed project, a letter contract was awarded to the de-
velopment contractors for the performance of the necessary
R&D.

The LMI report stated that it was frequently necessary
for the development contractor to perform extensive work
under a letter contract to define the scope of the R&D work
and to develop meaningful cost estimates. There were many
changes in the scope of the work often enlarging the fund
requirements and changing system performance specifications.
Such R&D constracts frequently were performed concurrently
with production contracts and, as a result, technological
breakthroughs and new developments were injected as programs
progressed.

1
Reconnaissance Study of Defense Contractor Bid & Proposal
(B&P) and Independent Research and Development (IR&D) Costs,
August 1967.
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The LMI report pointed out that in the present envi-
ronment R&D contracts for major weapons systems are placed
after a series of actions by prospective contractors and the
Government to better define in more specific terms the scope
and cost of the work to be performed. These steps are
called concept formulation and contract definition. During
these phases, contractors may perform basic research, ana-
lyze possible aggressor threats, discuss existing system de-
ficiencies with military services, or conduct system feasi-
bility studies before the award of an R&D contract for a
major weapon system.

According to the LMI report, although direct R&D con-
tracts may be awarded for the concept formulation and the
contract definition work, the contractors frequently incur
additional costs in carrying out these efforts. Furthermore,
to be in a position to compete for such contracts, the con-
tractors must engage in more extensive research and develop-
ment. Thus, the LMI report concludes that the changes in
procurement practices have contributed to the significant
growth in IR&D and B&P costs. However, the LMI report
points out that, because of the lack of data, it is not pos-
sible to make an objective determination of the reasonable-
ness of this growth.
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DEPARTMENT OF DEFENSE

SUMMARY OF INDUENDENT RESEARCH AND DEVELGEMENT

OTHER INDEPENDENT TECHNICAL EFFORT AND

BID AND PROPOSAL COSTS FOR

MAJOR DEFENSE CONTRACTORS (note a)

1964 1965
Amount Amount Amount

Costs accepted Costs accepted Costs accepted
in- by Government DOD in- by Government DOD in- by Government DOD

curred (note b) share curred (note b) share curred (note b) share

Independent
research and

(000,000 omitted)

development

Other independent
technical effort

Bid and proposal
(note c)

$389

157

236

$255

118

230

$197

84

178

$419

182

252

$272

119

245

$199

71

182

$439

237

277

$300

140

271

$198

76

186

Total (note d) $782 $603 $459 $853 $636 $452 $953 $711 $460

aInformation was obtained from reports prepared by the Defense Contract Audit Agency.

Represents amount accepted in overhead negotiations for distribution to all work of the contractors-
Government or commercial.

cMay include nontechnical costs where contractors' records do not segregate such costs.

Represents costs as recorded by the contractors and includes related overhead costs only where the con-

tractors' accounting systems so provide.

1966 1967 1968

Amount Amount Amount

Costs accepted Costs accepted Costs accepted

in- by Government DOD in- by Government DOD in- by Government DOD

curred (note b) share curred (note b) share curred (note b) share

 (000,000 omitted) 

$ 502 $357 $224 $ 591 $439 $277 $ 752 $ 572 $333

238 171 91 292 163 92 252 126 77

315 302 202 338 325 230 387 372 275

$1 055 $830 $517 $1,221 $927 $599 $1 391 $1 070 $685
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NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

SUMMARY OF INDEPENDENT RESEARCH AND DEVELOPMENT

OTHER INDEPENDENT TECHNICAL EFFORT AND

BID AND PROPOSAL COSTS FOR

MAJOR NASA CONTRACTORS (note a)

1964 (note b) 1965 (note b)Amount . Amount AmountCosts accepted Costs accepted Costs acceptedin- by Government NASA in- by Government NASA in- by Government NASAcurred (note c) share curred (note c) share curred (note c) share

Independent
research and

(000,000 omitted)

development

Other independent
technical effort

Bid and proposal
(note d)

$304

143

194___

$203

110

190

$24

10

23

$394

190

236

$254

126

228

$ 50

28

43

$366

224

232 

$249

133

228

$ 60

' 17

54

Total (note e) $641 $503 $51 $820 $608 $121 $822 $610 $131

•
Information was obtained from reports prepared by the NASA audit division.

The amounts represent an estimate of the total costs of all NASA contractors for the categories indicated.The estimates were developed on the basis of actual cost data secured for 62 selected NASA contractors,which accounted, in general, for over 90 percent of NASA's total R&D procurement, other than for grantsand research contracts.

Represents amount accepted in overhead negotiations for distribution to all work of the contractors-Government or commercial.

May include nontechnical costs where contractors' records do not segregate such costs.

Represents costs as recorded by the contractors and includes related overhead costs only where the contrac-tors' accounting systems so provide.

1966 1967 1968Amount Amount AmountCosts accepted Costs accepted Costs acceptedin- by Government NASA in- by Government NASA in- by Government NASAcurred (note c) share curred (note c) share curred (note c) share
 (000,000 omitted) 

$417 $299 $ 65 $392 $300 $ 58 $532 $409 $ 60

220 156 21 237 141 16 161 98 23

267 257 59 244 236 50 274 266 48

$904 S712 $145 $873 $677 $124 $967 $773 $131
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CONTRACTORS' MANAGEMENT OF IR&D

The contractors included in our study enerally used
reviewing— an ap-

proving operating Plans for IR&D.,

cor
Vrior to the start of the contractor's fiscal year,

orate mana m nt re ests each di isi.n of t an
to develop a program and budget for the coming fiscal year.
Divisional program managers state their views concerning
what effort should be undertaken and how much it should
cost. Division managers review, evaluate, and redirect as
necessary any individual projects or program segment. 61.1zL.
he programs are approved by the division manaaer, they 

forwarded to top corporate management for review and evalu-
orion. Baslcallw this revipw is to Pnsurp that the divi-
sions' programs are coordinated and designed to accomplis.4.
overall corporate plans and objectives.

4.1..the IR&D wo 
deviations to either the long-range _Dian or the current 
ro tram

II • • II .- all ma or

and evaluatisa„. Periodical
Tanagement reviews
2roved _prozram. At these times, division managers are ex-
pected to be able to explain the present value of individ-
ual projects and to demonstrate how the technical knowledge
gained through the project applies to the long-range plans
and objectives. Further, during the •u_ar.__trj-at_p_ror_g_:znman-
a ers are 0 I HOS $ Hu. - . -ach

,h.ut the
and _evaluates the. _execution 

ear corporate
ap-

project under their jurisdirtign. These summaries, which
show accomplishments, measure performance, and report ac-
tual costs, are considered by division managers and corpo-
rate management in reaching decisions on the need to redi-
rect, terminate, or initiate projects to ensure the accom-
plishment of corporate objectives.

Some companies have established soecial_procedures to 
ensure that duplication of effort within the company is 

V' facilitate the
related technology. Such procedures may consist of re-
quirements for special interdivisional meetings, provision
for interdivisional exchange of technical data, and presen-
tations or briefings for various steering committees.
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We found that some companies were very flexible with
respect to their IR&D programs. For example, at the start
of 1966, one firm programmed 42 development projects in
one division but initiated work on only 24 of these, and it
added 51 new projects during the year. We also noted that

substantial revisions were frequently made in the budgeted
expenditures for individual projects. We did not test the

various controls used by companies to ensure that program

expenditures were made effectively, efficiently, and eco-

nomically.

•
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MAJOR POLICY CHANGES

IN 1968 PROPOSED ASPR REVISIONS

AND OUR EVALUATION

The major changes in IR&D policy involved in the Janu-
ary 1968 proposed ASPR revisions were as o ows.

ill. The definition of IR&D was broadened to include ad-
ditional
sibilit studies.

2. &P costs were divided into two categories--Iipoga„.
incurred after the date of a forma1 Reptest for
Proposal, or formal notice of a pending request, L2...;
terred to assolicited B&P .q.L9LIhp_se costs incurrel
t)efDre such request or noti 
IW,D.0, The unaclicited B&P costs would have been 
subject to rules similar to those applicable to 
IR&D.

3. IR&D and B&P would have been burdened with apR
cableverhead_ccat_ia_the same manner as if they
were projects under contract, except that G&A ex-
penses would not have been included,

4. Profit centers which incurred less than $1 million
of IR&D costs and less than $1 million of unsolic-
ited B&P costs would have been subject to a formula
for determining reasonableness of axDenditure—
cept where CWAS1 apDlied or the Secretary determiped
that an advance agreement would be needed.

5. When a contractor's costs were not subject to the
application of CWAS or the formula, the contractor
would have been e uir • t an advance
a reement w'thin 2.Q_Eav_s after the start o 1 s 
fiscal year4. We understood that advance agreements
generally would have been required whenever the

1
See page 22 of the report for explanation of CWAS.
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IR&D or unsolicited B&P costs were expected to

reach $1 million or more in a given profit center.

Also, where an advance agreement was required for

either IR&D or unsolicited B&P costs, it would have

been required for both. Where there was a failure

to agree on the terms of the advance agreement, the

contracting officer would have notified the con-
tractor of the amount to be recognized.

6. The advance agreement would have provided for ac-
ceptance by the Government of its full allocable
share of costs incurred up to the ceiling amount.

7. In unusual cases when application of the ASPR pro-
vision would have been inequitable, IR&D costs
could have been deferred to later periods for pos-
sible recovery in the prices of products sold to
the Government if approved on a case-by-case basis
by the head of a procuring activity.

8. The proposed ASPR revision did not contain a re-
quirement stipulated in the current ASPR that rea-
sonableness of a contractor's independent develop-
ment expense be contingent upon its being incurred
on effort related to the contractor's product lines
for which the Government has contracts.

It was our opinion that, if the January 1968 proposed
revisions to the ASPR covering IR&D and B&P had been
adopted, they would have alleviated some of the problems
that had existed for several years. We believe that the
problem of attempting to distinguish between IR&D and B&P
and the inconsistency in allocation of burden expense would
have been resolved and that the cost-sharing device which
had been of special concern to industry would also have
been eliminated.

It appeared that the January 1968 proposal might have
resulted in additional cost to the Government, at least
initially. The elimination of the provision for cost shar-
ing from the first dollar of IR&D cost would probably have
accounted for a major portion of the increase. In addi-
tion, the formula approach applicable to profit centers,
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which incurred less than $1 million of IR&D or unsolicited
B&P costs, Tight have ,resulted in increased cost inasmuch 
as the Government could have accented, nc reqsonable, costs
up to 110 percent of the average of the two highest of the
preceding 3 years of contractors' costs, if not in excess 
of the product of the current year's sales and the average
of the two highest of the preceding 3 years' ratios of in
curred IR&D or B&P costs to sales.

-

On the other hand, the January 1968 proposed revisions
would, in our opinion, have resulted in i,mQ.L.9..v-d control
over the extent of Government participation in IR&D. At
present the cost of B&P, whether solicited or unsolicited,
normally is an acceptable cost without special limitation.
The proposed revision would have placed a control over the
amount of unsolicited B&P that would have been acceptable.

In addition, the requirement that contractors negoti-
ate advance agreements where the IR&D or unsolicited B&P
costs were moie was
in reduced rnqt. Under the present policy, some contrac-
tors have been unwilling to negotiate advance agreements.
As stated on page 53, in a recent ruling of the Armed Ser-
vices Board of Contract Appeals,1 it was held that where
advance agreement is not reached between the contractor and
the Government there is nothing in the ASPR to ban allow-
ability of 100 percent of the contractor's IR&D costs.
ConseQuentl •- • _ • - ement be
rççhed should have served to limit th enst alloca.le to
Government contracts. 

Furthermore, the proposed revision required that IR&D
he burdened with all applicable indirect costs other than
G&A expense. This chanee have resulted77-777777-
tion in the amount of burden expense being borne under Gpv-
ernment canisacLa—in those cases where the contractnr PY,
ceeds the planned IR&D zuLup. (See p. 62.)

Thus we believe that the proposed January 1968 ASPR
revisions, if adopted, would have resulted in some

1
ASBCA No. 11931, 8-8-67.
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increases in costs as well as decreases in costs. DOD and

NASA officials informed us at the time these revisions were

being considered that, although a net increase in cost

might result, they believed such increase would be less

than that which would occur if the proposed revisions were

not adopted.
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DIRECTOR OF DEFENSE RESEARCH AND ENGINEERING
WASHINGTON. D. C. 20301

11 SEPT 1968

Mr. Charles M. Bailey
Director, Defense Division
U. S. General Accounting Office
Washington, D. C.

SUBJECT: GAO Draft Report of July 5, 1968,
"Government-Wide Study of Contractors'
Independent Research and Development"

Dear Mr. Bailey:

We have reviewed the subject draft report and wish to offer the following
comments on your four recommendations (pp 88-89):

1. The Need for a Government-Wide Policy on IR&D 

The Department of Defense  comes to just the opposite conclusion that
GAO does from the evidence presented in the report. That is, it sees no,
need for a Government-vide Policy au IB&D in the face of: a the ad-
mitted_ • 94 continuing high de
policy between NASA and-Lika. the two agencies_which Amid the oven&

of
of I EkP7 q. a and its understandable reasons for -as-
suing an independent policy on the topic (y 31); and (c) the for 
to include the DoD ASPR cost principle on IR&D in the federal Procurement
Regulations (FPB1...on_an optional, rather than a mandatory, basis. AB is 
ordinarily the case withYPR's (p 29). 

at least in to
•:51s noted

on page 80) • . - • Z .1 4 • a•i• ,• II. ' • . a 0 a - .a... -.). 8Z,'• It,
as well as the other attempt noted on page 80, illustrate that and
other non-DoD agencies as well as DOD reeognize that unless there is a
demonstrable gain to be achieved by uniformity of policy as between one

t. :. la.ae ft a 0 a .1 11 such as that•

prnmosed appear

1 

We would therelIELZILame any such evidence of gain that might be demon-
strated in the probable future review of IR&D by OST and BoB noted on page
.k.:.

• • a •\ Sal NI' • lawai 41 • • sake

2. Establishment of a More Systematic Method of Disseminating Information
about IR&D Programs to Government Personnel 

As noted in the Report (p 51), my Office based in part on work with
bushing aan industry committee (p 50), is
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procedure that will assure that knowledge of the content of the various

industrial IR&D programs supported by DOD and NASA will be made available

to appropriate Government personnel (only) on a regular basis. Provision
for the inclusion in the procedure of the programs of contractors of non-
DoD/NASA agencies can readily be made, of course, where such contractors
are not already on the DOD/NASA lists and a given agency so desires.

3, Uniform Procedures for the Military Departments 

As discussed in the Report (p 41), DOD already has a highly uniform

approach to IR&D as a result of its decision in 1959 that determinations
of the reasonableness and allocability of the bulk of IR&D costs should
be made centrally rather than locally. This decision, the consequent
creation of the Armed Services Research Specialists Committee (ASRSC) to

help implement it, and the assignment of single department responsibility

for the conduct of DOD-wide IR&D negotiations with selected contractors
was implemented in DOD Instruction 4105.52 of 'Tune 28, 1960 "Uniform

Negotiation for Reimbursement of Independent Research and Development Costs".

Too, a certain amount of uniformity of DoD procedure, statistically speaking,

is inherent in the Report's awn finding that the Air Force was responsible

for 63% of all DOD advance agreements in 1966. Finally, it might be pointed
out that several of the findings on pages 62-65 used to illustrate the lack
of uniformity of DoD procedures are really problems of practice rather than

procedure.

Nevertheless, the Office of the Secretary of Defense does recognize
the opportunity for improvement that can be made in both procedures and
practices in the IR&D area across the Military Departments now that the
proposed revisions to the ASPR cost principles on IR&D and B&P are nearing
completion. As a consequence, in parallel with this last, it has also

already (a) reinstituted its direct responsibility for the ASRSC, (b) moved
to assure a higher degree of interface between ASRSC and the so-called 'Tr-

Service negotiators", and (c) initiated an effort to revise DOD Instruction
4105.52 not only to include "Bid and Proposal" costs in it for the first
time, but also to satisfy other pertinent procedural needs emerging from
the drafting of the revised cost principles.

4. Study of License Rights Arising from IR&D 

A policy of obtaining a royalty free license right to an invention

arising from IR&D would raise the practical problems of (a) having to dis-

tinguish quite carefully between true IR&D and other independent technical

effort (such as B&P) by contractors--a difficulty fully recognized on page

16 of the report when it lumped them all together, and (b) having to recog-

nize the fact that IR&D is financed as an overhead not a direct contract

item--and an overhead item only partially allocated to the Government at

that--and therefore presenting a major difficulty in ascertaining whether

the Government was entitled to such rights in a given ease, as also recog-

nized by the Report (p 8).

,t^
Aside from the deterence of these and other practical difficulties,

however, are the existing policies of the Department of Defense on the
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aukiesl: These are detailed in DOD's comments of 17 November 1964 and
11 June 1966 to GAO on OSD Cases 2065 and 2284 and in a 4 February 1964
letter to Senator John L. McClellan attached to the former. Briefly, these
documents state that it is not our noliPv ta-ACiniire.xights in inventions 
and technology arisiD!E_out of- IR&D. 'Ur essence of this policy is the ccncea
that the Government fi—in no different position than any other customer in
the purchase of a product. IRMO is a necessary anivity of a going concern.
Because we reimburse a contractor for our allocable share of this necessary
cost of doing business does not suggest that we have rights in inventions
and technology eventuating from it, any more than we have rights, for
example, in the plant and equipment amortized through allowed overhead costs.

To hold to the contrary would be inconsistent with the President's Patent
Policy, promulgated on October 10, 1963. One of the principal objectives of
the President's Policy is to encourage exploitation of technology developed
under Government sponsorship. Ve are firmly convinnpA that the nr-rfit motLI
tion provides the best stimulus for assuring that inventions arising under
JD are exploi,Ild to thejb1jc benefit. The takla_cf_rLiatajay_tale.
galsrnment would exert a restraining influence on industry in its pursuit
of patents, consequentIY—ilnimizing exploitation probabilities.

The present policy concerning rights in IRS& was the result of a number of
years of study and interagency coordination. Our experience under it has
consistently sustained the soundness of the principles which it embodies.

Because of the proven soundness of the policy, and because of the thorough-
ness with which this subject has already been treated, we believe that no
useful purpose would be served by a study of the type proposed in this
recommendation.

The Report quite appropriately vithhelp comment in certain areas as a
result of the proposed ASPR revisions, in spite of delineating them as "problem
areas" (pp 9-11). Two of these were noted as being of particular concern,
however, and are therefore considered worthy of special comment. These were:

1. Delays in Negotiating Advance Agreements 

The Denaintment_of_Defense recognizes the substantial beTiefit to the 
V government of assuring the independence of contractors' IR&D effort_._ It 

also recognizes the need for it to fully control the amouat of its funds,
11.•L.a.l.agr.jjays A key instrument for effectuating such control is indivi-
dual advance agreements with those contractors who spend the bulk of the
IRO/B&P funds. In this regard, the Report states on page 53 that "it would
appear particularly important to the Government that (those) advance agree-
ments be negotiated promptly". The DeD,agxees. As a consequence, in its
current consideration of revised ASPR cost principles and DoD Instruction
4105.52, it in Unving partirnlar n

V tjar..SaraiiLp=ept_EICagalf
direction to DoD personnel.

• IP I • omi taut
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To further assure full DOD control of the amount of its funds that are

involved in IR&D, in a situation where a number of different types of con-

tractor independent technical effort are so similar, the January 19:3 draft

of the proposed revisions to the ASPR cost principles (a) provided that all

such independent efforts should be defined as either IR&D or  .PP, and (t)

put ceilings for the first time on WP--to the extent it was unsolicited in

nature. The Report commented favorably on these moves (1 55). As a result,

because close study since the January proposals were made shows (a) that

distinguishing between unsolicited and solicited B&P is more R question of

"when" rather than "what", as a practical matter, and (b) thRt dFteriaining

a ,out-off date for the "when" is both arbitrary in nature and nearly inpos-

sible to do equitably, you should know that serious consideration is beinK

given to deleting the current distinction being made between solicited an.

unsolicited B&P in the proposed principles.

We would be happy to answer any questions you may have on these contents.

--r

JOUAL Foster, Jr.

42-060 0 - 70 - 7
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NATIONAL AERONAUTICS AND SPACE ADMINISTRATION
WASHINGTON, D.C. 20546

AUG 23 1968

IN REPLY REFER TO: IMC

Mr. Morton Henig
AssiL;tant Director
U. S. General Accounting Office
Washington, D.C.

Dear Mr. Henig:

We have reviewed the GAO draft report entitled "Government-Wide Study of
Contractor's Independent Research and Development." As you know, we were
privileged to work with the staff of the GAO Defense Division in the develop-
ment of the report and in reviewing a preliminary draft. We are pleased to
note that many of our suggestions and comments on the earlier draft have
been incorporated in the present draft. In general, we feel that the report
is a comprehensive and well-organized discussion of a decidedly complex sub-
ject.

Following are a few remarks regarding the report's specific recommendations:

1. Overall Government IR&D Policy

Vie have some reservation about the desirability of an overall Government
;R&D nallez—hawever, we anciar_se_tlie_c_onducting of a joint studg
would examine this matter. If such a study is decided. upon, we would be
glad to assist in it.

2. Establishment of a More Systematic Method for Disseminating Information
About IR&D Programs to Government Personnel 

Your report notes on pages 50 and 51 that theDODDDR8
of developina the kind of _avstem_which would fill the information +11nt 

„you feel to be ssentl. The effort under way is planned to cover the IR&D
programs of DOD/NASA contractors. We agree that other contractors' programs
could also be included in the system.

3. Uniform Procedures for Administering IR&D

Your recommendation is consistent with actions already being taken by the
DOD and NASA jointly. e are artici.:ti.: in the develonment of a uniform
nroctedure for .- conduct of IR&D ne,o i,o,s ding_sTenegrntin.tinn 
actions. We are represented on the Armed Services Research Specialists
Committee (ASRSC) which is re-assessing brochure requirements and the scope
and nature of technical evaluations. Our negotiation representative,
together with DOD negotiation representatives, is working with the ASRSC
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to improve both the technical and business criteria which are used to
negotiate the level of IR&D to be supported by the Government.

4. Study of Royalty-Free License Rights 

We concur with your recommendation for an in-depth study of whether or
not the Government should seek royalty-free license rights to inventions
arising from IR&D. Wc will also be glad to assist in this study, if one
is decided upon.

We consider the Independent Research and Development and Bid and Proposal
area to be an important one that requires thoughtful examination by all
involved Government groups, as well as careful consideration by industry
to assure that our requirements can be most effectively met and that our
technological competence is advanced in the process. This should be a
major consideration in establishing Government policies and practices in
this area. We are devoting high level attention and effort to this
matter and, as indicated above, we are prepared to assist in the overall
governmental consideration in any way possible.

Sincerely yours,

Harold B. Finger
Associate Administrator for
Organization and Management
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UNITED STATES
ATOMIC ENERGY COMMISSION

WASHINGTON. D.C. 20545

OCT 17 1968

Mr. A. T. Samuelson
Director
Civil Division
U. S. General Accounting Office

Dear Mr. Samuelson:

This will confirm that senior staff of the AEC have reviewed the
draft report to Congress titled "Government-Wide Study of Contractors'
Independent Research and Development." We have no disagreement with
the facts relating to IR&D cost principles of AEC as stated in the
draft report when revised to incorporate changes suggested by AEC
staff and accepted by GAO representatives.

We note, however, that alrhoulth_lhe_report concludes that a Govern-
pent-wide policy As_to narticination in contractor IR&D costs is 
pleded, it dQ2A no/ eet forth the efforts previously made to achieve 
;his objective. In the early 1960's, various attempts were made to
establish a uniform Government-wide policy for IR&D. The_most
attempt was made in 1962 and l63 .when. the Bureau of the Budaet. act-

as a mediator - I •

that recognized IR&D as an allowable item of cost. By November 19 ,
agreement was reached by these agencies on uovertiment-wide uniformity
in cost principles, not only for IR&D, but for bid and proposal costs,
selling expenses, direct costs, indirect costs, etc.

Proposed modifications to ASPR XV, Part 2, were submitted to industry
for comment. industry reaction to the nruposed modifications was
enera .-:at and no s taken to formalize ene

agreed upon coal nrinciPles, correapondence_hamlinent to these 
• Vforts to achieve uniformity was furnished to GAO representatives.

Subsequent to receipt of in. gy comments. the De artment of Defense
su ested tnar co  t reasonableneas be determined on the asis ot ana""'
1n us ry-w e averaze of actual incurred costs. Although this was
acceptable to RASA, AEC objected to this method because it did not
require a clear showing of benefiv_to the contract work as, a basts
for determining acceptable costs. 

Sincerely,

Controller
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OFFICE OF SCIENCE AND TECHNOLOGY

WASHINGTON, D.C. 20506

September 30, 1968

Dear Mr. Samuelson:
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Thank you for the opportunity to comment on the GAO staff study of

contractor's independent research and development programs.

Your staff has conducted a thorough review of the history of the IR&D

provision in government contracting and the policies and practices of

the Federal agencies with respect to participation in IR&D costs.

However, I am concerned that, as presently drafted, the report is mis-

leading and requires clarification in the following respects:

a. The need for Federal participation in IR&D costs.

Although the report discusses the nature of IR&D, why contractors

perform IR&D and the benefits to the government arising from

IR&D, it fails to state a basic reason for government participation

in IR&D costs: that IR&D is one of several indirect costs of doing

business necessarily incurred by the contractor. In competitive

bid, fixed price contracts IR&D is normally included as one of the

items of the contractors costs. Likewise, in cost reimbursement

type contracts IR&D is recognized as an allowable overhead cost

to which the government agencies contribute their reasonable and

allocable shares.

b. The quality of IR&D results.

There is an implication in the wording of Highlights, Conclusions

and Recommendations Sections of the report that IR&D is of

questionable quality. However, in contrast to this implication,

the main body of the report refers to the benefits from IR&D cited

by a Task Group of the Defense Science Board and states that the

GAO staff was unable to express an opinion on the value of the

benefits.
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c. The need for government-wide uniformity in IR&D policy.

The report implies that more explicit government-wide cost
principles on IR&D are both feasible and desirable and that the
lacl....... niformitv is snmehow disadvantagpp to the government
p.nd its cantrartnrq On the other hand the background section
points out that the GSA has included the DoD cost principle in the
Federal Procurement Regulations on an optional basis and that
the operating agencies have adopted policies for IR&D based on
their respective needs. The report correctly observes that DoD
and NASA being oriented toward development and highly diversified
have followed the same policy guidelines whereas the AEC's
research is concentrated in the area of atomic energy (in which
the government has made the predominant investment). TjailL,
tjaere_i,s virtual uniformity since the AEC share of Federally
financed IR&D was only 1/2 of 1% in 1966 accordini, to the GAO 
reno rt.

d. The role of the Office of Science and Technology in IR&D policy.

e resort 0 • 110

rxzponsibility to recommend coordinated policies on 1.111y1Land has

relatin to the •overnment's re sect to. • $•

IR&D. In 1962 and 1963 the OST ParticiDatedin an interagency

examination of the nee • • •• ••

cples under the leadersiaiD of the Bur e_a_u_ of the Budget__ As far 

0.s IR&D was concerned, the study was not able to establish the

desirability of bringing the AEC into complete conformity with the
uniform cost principle practices of the DoD and NASA.

However in consideration nf the a rnwine r,esearch and devglop-

Of ent ••encies other than DoD N' 4 • •

ding

the desirability of adopting government-wide cost principles on

IR&Dmay warrant exploration.

The GAO study also raises a policy question concerning the rights of the
government in inventions arising from contractor IR&D programs, while

pointing out that such factors as the relative amount of contractor IR&D

being absorbed by the government and the relationship of the IR&D to the

R&D being performed under contract must be considered. LI would be 
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appropriate for the Federal Council for Science and Technology to

examine whether there are circumstances where the government should

receive royalty-free rights to inventions arising from IR&D, and whether

additional procedures are needed to safeguard the government's rights

to 'inventions made under related R&D contracts.

With respect to the report's conclusion that there should be systematic

dissemination to government personnel of the content of the various

industrial IR&D programs supported by the Federal agencies, I am

pleased to note that the DoD is moving expeditiously in this direction.

The Federal Council for Science and Technology would be the appropriate

interagency mechanism for promoting the exchange of such information

among the interested Federal agencies.

Sincerely yours,

Donald F. Hornig

Director

Mr. Adolph T. Samuelson

Dire ctor

Civil Division

General Accounting Office

441 G Street, N. W.

Washington, D. C. 20548
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EXECUTIVE OFFICE OF THE PRESIDENT

BUREAU OF THE BUDGET

WASHINGTON, D.C. 20503

NOV 16 1968

Mr. Adolph T. Samuelson
Director, Civil Division
General Accoun.6ing Office
441 G Street, N.W.
Washington, J. 0. 20548

Dear Kr. Samuelson:

The Bureau ap-vreciates the opportunity to review and (.:.411...ent on the
GAO draft report "Governffient-wide Study of Contractors' Independent
Research and Development." The report contaias much useful information
and highlights a number of matters regarding IR&D whic: are of
continuing interest to BOB. The Bureau will give careful consideration
to the report's recommendation that BOB and CT jointly undertake a
study "looking forward toward the establishing of an overall policy in
this area...." The following comments refer to the report's conclusions
and recommendations (pages 88-89):

Need for a Government-wide IR&D Policy 

There is at present a high degree of collaboration between the /OD andin negotiating overhead rates with their contractors, and they
generally follow the same policies regarding 1R&D. These agencies

ndin f• • • •ercen • • S.. S7
• If: 6 6,0 • WI Z - Z011 • achieved with res ect
Vo tja_ficuldelines flu Federal ParticiDation_ita_likas.osts and in the cost
principles aPlaied. The AEC, which is the other principal participant
in IR&D, differs from DOD and NASA in that it has developed criteria for
restricting IR&D to those efforts appropriate to its more specialized
mission. IND and NASA have not developed such a restrictive definition
Ve to the breadth of their missions and requirements.,

ralLij a_uad_loh Chirigat i.jn rollahorstion with 
pertinent agencies. studied the feasibil;ty of obtaining the maximum,
pogqiblP uniformity for cgame.rxiial_ccast—priar—tp. Ona. fl_noa in which 
it was a to .. . - iformit was IR II • - ause
t‘he differences between DOD-NASA and AEC could not be resolved. It was
agreed that DOD would study this matter further; DOD has just developed
a new proposal which is now being circulated for comment.
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Establishment of a more systematic method for  disseminatiria IR&D program 

information to Government personnel

DOD is taking action to establish procedures for more effective dissemina-

tion of such information. The Bureau is monitoring DOD's progress.

Uniform procedures  for the three military services 

DOD has initiated action to insure greater uniformity among the military

departments with respect to the detailed procedures employed in

administering IR&D. The Bureau is monitoring these efforts.

Royalty-free license rights to inventions from IR&D

The Bureau agrees with the GAO recommendation that it would be appropriate

for the Federal Council for Science and Technology to ...camine through its

Patent Advisory Panel questions related to the appropriateness of the

Federal Government receiving royalty-free license rights to inventions

arising from IR&D.

Sincerely,

•

MT? 1. !'JCff
DiVOQtOr
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NATIONAL SCIENCE FOUNDATION
OFFICE OF THE DIRECTOR
WASHINGTON, D.C. 20550

AUG 12 1968

Mr. Philip Charam
Associate Director, Civil Division
United States General Accounting Offi
Washington, D.C. 20548

Dear Mr. Charam:

The Foundation has reviewed the preliminary draft reportto the Congress on your Government-wide study of contrac-tors' independent researcn and development programs for-warded to the kounuaLion wiLn your letter of July 5, 1968.It strikes us as a sound and useful treatment of the his-tory and present status of the subject.

- • is • S • • nclude a recommenda
particloate to some extult_im _a titnixt of and the formula-tion of policy in this area. The Foundation has had no direct ex .e

• 9 at

- - • 611611'
problem. Therefore. it would seem that our role ought to be one of commenting an nolicaL_nranoaals rather than develop-ing them. The development of proposals on this very techrii-cal subject ought to be the province of the agencies whichhave the greatest interest and experience in it (DOD, NASAand AEC). They have definite mission reasons for theirrespective positions on IR&D and because there has beenrecent progress in the treatment of IR&D and related costs,it might be a useful first step to have these agenciesjointly examine the question of the extent to which thereshould be a Government-wide uniformity with respect to thetreatment of IR&D costs. Their recommendations and thereasons for them might be the proper subject of a DOB-OST-NSF review.

Sincerely yours,

1441„4 ).4 cwrolq,_
Leland J. Haworth

Director
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COUNCIL OF DEFENSE AND SPACE INDUSTRY ASSOCIATIONS

1730 K Street, N.W.
Washington, D.C. 20006

September 23, 1968

Mr. Charles M. Bailey

Director, Defense Division

United States General Accounting Office

441 G Street, N.W.

Washington, D.C. 20548

Dear Mr. Bailey:

As member Associations of the Council of Defense and Space Industry

Associations (CODSIA), we are appreciative of the opportunity to comment

on the preliminary draft of your proposed report to the Congress of your

Government-wide Study of Contractors' Independent Research and Development

Programs which was forwarded with your letter of July 5, 1968. We appre-

ciate also Mr. Harold Rubin's extension of time to September 23 for the

CODSIA reply. This has afforded more of the member companies of the CODSIA

the opportunity to review the GAO Study and contribute to this reply.

CONTRACTOR'S RIGHT TO RECOVERY OF IR&D COSTS

Fundamentally, we believe that in negotiated procurement the recog-

nition and allowance of IR&D, as with all other indirect costs of business,

should be based on attention to cost principles, including the necessity,

reasonableness and allocability of a cost item. A carefully planned and

executed IR&D activity is fundamental and necessary to a contractor capable

of doing defense business for the Government as it does not differ in es-

sence from the many hundreds of other tasks generally included in the over-

head necessary to maintain and operate the business. The complexity of the

work and the difficulties and delays in evaluating the efforts that are in-

volved may add to the managing problem, but do not in any way detract from

the value of the work or alter the fact that these costs must be recovered

in the prices of the products of the company in order to sustain a sound

and dynamic business. The complexity does not in itself constitute ground

for instituting arbitrary or mechanical limiting devices; quite the con-

trary - it calls for flexibility and latitude for judgment on the part of

those responsible for results.
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JUSTIFICATION FOR IR&D AND THE CONTRACTOR'S RIGHTS AND CAPABILITY
IN MANAGEMENT OF IR&D

One inescapable responsibility of the managers of companies acceptingdefense contracts is that of maintaining a competitive business. Where a
business depends on the development and sale of technologically advancedproducts, a well conceived independent research and development program is
indispensable. The management authority which has the responsibility (4
planning and emPloving its_ total resourres_and balancing sucli_factur_s_as current profits with future stability is in the best yosition to evaluatethe true worth of a gtven IR&D task— and the allocatfon of- re ce rpjed by

Ion e •• 4.11.114.8 . .
LW efforts that are aimed at producing an end product. The more rapidthe technological progress of an industry, the greater is the company's
need for an active and productive IR&D program to maintain a technologicalbase that includes thd wisdom, the current knowledge and the finely honedskills of an aggressive, well-motivated professional and scientific staff.4n important function of any well-balanced IR&D proaram is to maintain
technical currenc of the-scientific staff through fheir--Witicination 

Ofil • • IlltA0 efforts. pdispensab e to the utility_2f the pro-from the rnmnanv R .e0O0 t  (1) independence in se ection oftask and goal. (2) flexibility including ease of decision as to redirect-ing efforts.  arld (3) retention (4 the fruits of the effort though L,Iirci:2-proPriatc_measure of exclusive or proprietary control over the Prodt,resulting from _s_ticii_IR&D pro.rams.

In the long history of filling government requirements by procurementfrom private industry, there has been general recognition of the Govern-ment's need to control its procurement on the one hand and industry's needto manage its own business on the other. In setting out to buy only whatit needs and to incur only those costs that are necessary and proper, theGovernment admittedly has a large and involved task. However, as the draftreport itself notes, he force generally recoenized as most telling in control of the cost of or9ducts putchasand 1anacrtve, effective_ancrwell-motivated manaigement in the _comanies _seeking to_serye the Government's 1122111L„The Ott management in turn, is umixpetitinn and _cost and nrice norati_mtioll. This motivational force is notlessened by the fact that some defense procurement is under other thanprice competitive type contracts. ‘Ithough by definitial certain nego%la-
ted contracts  Rujipscribed as being "non-competitive' the Government'scontract negotiatipp_Prns_ess_effertivelv simulates the .  etitive atmos-here of lace nd motivat . actor. rol• ts
eluding IR&D, In the competitive environment of today with fewer procure-ments and many more potential contractors, C.111.1..F.C.11D.W.CUUSA111=1.4.U.d...UMalaYcap.= pe_r.d!- tr.a costs or its offering Prises te increase as the result offatiltv management ox excessive indulgence in_Lt_s_IR&D efforts. It 17777M).-ly imoroyident for a management to permit erosion of  roffts  tg7770771717-same ctu:- t there are sel cing controlsin this realm
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VALUE OF IR&D TO THE GOVERNMENT

It is important to recognize, we feel, that such IR&D expenditures as
are made in the proper management of the business do have a positive effect
on the product which the customer buys. Furthermore, the aggregate effect
across industry is a constant upgrading of products and a healthy stimula-
tion of innovation. This, in turn, feeds both GNP growth and technology
advance, and certainly is near the core of our national capability in de-
fense, space, and the nuclear fields. The phrasing of the report indicates
a disposition to question whether the Government is receiving commensurate
value. Indeed, the report seems to render a judgment of lack of value and

seems to suggest that a further effort to limit IR&D is in order. It is
therefore most disappointing to find that the GAO in its draft fails to
fully recognize that contractors' IR&D efforts are clearly mandatory and
beneficial to the Government.

NEED FOR FURTHER GAO REVIEW OF PROPOSED ASPR REVISION

In its text, the draft report generally recommends additional studies
to the end of assuring proper, and seemingly additional controls of IR&D
and relatable types of contractor effort. If, as seems elsewhere indicated,

the draft report wishes to convey that "less" IR&D is a proper objective of

the Government and "more" control is the only way to get there, then we must

seriously question if such objectives can ever be met without destroying the

true technical benefits to the Government that derive from these efforts.

We are further disturbed that among its conclusions and recommenda-

tions, the GAO is at this time apparently fully endorsing the proposed re-

visions to ASPR 15-205.3 and 15-205.35 as probable solutions to much of

GAO's concern with DoD managing of IR&D and B&P costs. Industry represen-

tatives have examined the drafts in detail and have already suggested to

DoD certain defects in these proposed revisions to ASPR. It is possible

that GAO's researchers may not have had an opportunity to review the many

objections raised by industry to the proposed ASPR revisions. We are

therefore enclosing copies of comments (Exhibits I and II) already fur-

nished DoD and the ASPR Committee which state our very grave concern.

This whole subject must also be examined in the context of the current

profit trends which, as indicated by the recent Logistics Management In-

stitute report to the DoD, corroborates the judgment of individuals and the

financial market that defense business stands in an unfavorable relation-

ship to commercial business, with clear implications as to the quality of

effort which vital defense programs can command in the future. The effect

on profits of ceilings and cost-sharing agreements on IR&D has been an im-

portant factor in the profit erosion that has been taking place through

the cost-disallowance route.
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It was industry's hope that an objective and thorough report by theGAO, as the principal professional representative of the Congress in mat-ters of accounting philosophy and practice, would place IR&D in properperspective among the many other costs of doing business. st10. we UILJLJ7jaus.alal_Agga§_laxagly.j subiective Presentation and which avoidsiinTiiiing basic accounting Princlules. Moreover. this_rePort uggA.Lteimpression that as a general rule a contractor should not be nermitted torecover his proner1/./Il1ocable and allowable expenditures for IR&D as 4nitem of cost in the orice of aroducts purchased by the Government - this without retard to an test that mi ht be a •1Ied to u 0 I

as necess ty, rea ona ness an ene ts

TREND TOWARDS INCREASED IR&D COSTS

Oother _Point of great concern is the Aom,rmll imnitcatinn 
to trends in the amount of IR&D cost. The draft presents data indicatingtgat contractors have reported increases in the amount of IR&D costs in-curred. he nature and causes of the reported increases_sre_not detailed,and the report suffers from this omission The Implication 1n that theseare
bevaiden.ingpocesof -
corDoDandNASAresultingin less contracted R&D and consequently more IR&D, increased use of conceptualstudies to reduce technisal _risks  (and at a saving t(Tale Government fir'"product costs), government required chan:es in accounting treatment, 160;.=ILO cost of professional neon] . e ec • anarv ac totsgenerally, and the ever-increasing sophistication of technology in everyd.

RIGHTS IN INVENTIONS

The GAO Report raises for possible study the question of whether theGovernment should receive ro alt - ree_Jicenap right-A to inventions aris-ing from IR&D. ,5uch stens woul. _Lead to destruclion of the contract' incentive to invent or innovatg,. In fact a negative incentive resultswhen the prices of one company' 1 current products must bear the burden ofIR&D while other companies can compete with lower prices because they arenot performing IR&D. Any step in the direction of destroying this incen-tive should most certainly be avoided.

NEED FOR FURTHER CONSIDERATION BY GAO

We would like to express our concern with the present form of thedraft report. The report states that the GAO study was initiated to ob-tain a better understanding of IR&D and to identify the Government'smanagement and review policies, procedures and practices, as related toIR&D and related technical effort. As the report indicates. the studylid nat includa a detailed examination into Ehe management or performance9f 'R&D an. fhim fmamnia contributes to our view that the draft reportCalls short_o_f_achieving the usual 
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factual, complete, essentially unbiased display of the information avail-

able on such a vital subject.

We conclude that the report, if finally presented in its present

draft form, cannot serve the best interests of the nation, let alone the

procuring agencies or industry. Substantial revision is necessary in

order to achieve a document which would be an accurate and objective report.

GAO CONCLUSIONS AND RECOMMENDATIONS

With respect to the Conclusion and Recommendations contained in the

draft report, we do not consider it appropriate for industry to comment on

whether or not a further study should be made on any specific subject.

The comments provided in this letter do reflect, however, industry

views with respect to each of the areas recommended for further study.

We have included the following attachments, most of which elaborate

further upon the points of our concern with certain provisions of your

draft report. It is strongly recommended that you consider these addition-

al views in the further work on your report.

A. IR&D - General Discussions

B. IR&D - Benefits to the Government

C. Costs and Cost Trends of Performing IR&D

D. IR&D Policies

E. Procedures for Determining Acceptable Share of IR&D

F. Proposed ASPR Changes

G. Rights to Royalty-Free Use of Inventions

H. Treating IR&D as a Profit Factor

CODSIA representatives will be most happy to assist you further in

clarifying any of the material or points we are providing to you. Please

GAO note: The attachments to this letter are not included

in this appendix due to their length. We have,

however, considered their contents in developing

the report.

•
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do not hesitate to contact us if we can help you in any way.

Robert W. Barton, Vice President
Western Electronic Manufacturers Assn.

/Lel

George E. La rence
Executive V ce President
Scientific Apparatus Makers Assn.

.,7

-

Edwin M. Hood P‘psident __,,,//James G. Ellis, Manager_ _
Shipbuilderstouncil of America Defense Liaison Department

Automobile Manufacturers Association

Very truly yours,

Leo V. Bodine
Exec tive Vice President
Nati nal Association of Manufacturers

//eLa 
enneth M. Jackson /Chairman

Procurement Regul ion Committee
National AeroSpace Services Assn.

rl G. Harr, J J Preside William H. Moore, Vice President
Aerospace Industries Assoc ation Electronic Industries Association

Jo ph M. Lyle, President
ational Security Industrial Association
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PRINCIPAL OFFICIALS OF

GOVERNMENT AGENCIES

RESPONSIBLE FOR ADMINISTRATION OF ACTIVITIES

DISCUSSED IN THIS REPORT

DEPARTMENT OF DEFENSE

Tenure of Office
From To

SECRETARY OF DEFENSE:
Melvin R. Laird Jan. 1969 Present

Clark M. Clifford Mar. 1968 Jan. 1969

Robert S. McNamara Jan. 1961 Feb. 1968

DIRECTOR OF DEFENSE RESEARCH

AND ENGINEERING:
Dr. John S. Foster, Jr. Oct. 1965 Present

Dr. Harold Brown May 1961 Sept. 1965

ASSISTANT SECRETARY OF DEFENSE

(Installations and Logistics):

Barry J. Shillito Feb. 1969 Present

Thomas D. Morris Sept. 1967 Jan. 1969

Paul R. Ignatius Dec. 1964 Aug. 1967

Thomas D. Morris Jan. 1961 Dec. 1964

DEPARTMENT OF THE ARMY

SECRETARY OF THE ARMY:
Stanley R. Resor July 1965 Present

Stephen Ailes Jan. 1964 July 1965

Cyrus R. Vance July 1962 Jan. 1964

ASSISTANT SECRETARY OF THE ARMY

(Installations and Logistics):

J. Ronald Fox June 1969 Present

Vincent P. Huggard (acting) Mar. 1969 June 1969

Dr. Robert A. Brooks Oct. 1965 Feb. 1969

42-060 0 - 70 - 8
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PRINCIPAL OFFICIALS OF

GOVERNMENT AGENCIES

RESPONSIBLE FOR ADMINISTRATION OF ACTIVITIES

DISCUSSED IN THIS REPORT (continued)

Tenure of office
From To

DEPARTMENT OF THE ARMY (continued)

ASSISTANT SECRETARY OF THE ARMY
(Installations and Logistics)
(continued):

Daniel M. Luevano July 1964 Oct. 1965
A. Taylor Port (acting) Mar. 1964 June 1964
Paul R. Ignatius May 1961 Feb. 1964

DEPARTMENT OF THE NAVY

SECRETARY OF THE NAVY:
John H. Chafee Jan. 1969 Present
Paul R. Ignatius Sept. 1967 Jan. 1969
Charles F. Baird (acting) Aug. 1967 Sept. 1967
Robert H.B. Baldwin (acting) July 1967 Aug. 1967
Paul H. Nitze Nov. 1963 June 1967

ASSISTANT SECRETARY OF THE NAVY
(Installations and Logistics):

Frank Sanders Feb. 1969 Present
Barry J. Shillito Apr. 1968 Jan. 1969
Vacant Feb. 1968 Apr. 1968
Graeme C. Bannerman Feb. 1965 Feb. 1968
Kenneth E. BeLieu Feb. 1961 Feb. 1965

DEPARTMENT OF THE AIR FORCE

SECRETARY OF THE AIR FORCE:
Dr. Robert C. Seamans, Jr.
Dr. Harold Brown
Eugene M. Zuckert

Jan.
Oct.
Jan.

1969
1965
1961

Present
Jan. 1969
Sept. 1965
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PRINCIPAL OFFICIALS OF

GOVERNMENT AGENCIES

RESPONSIBLE FOR ADMINISTRATION OF ACTIVITIES

DISCUSSED IN THIS REPORT (continued)

Tenure of office
From To

• DEPARTMENT OF THE AIR FORCE (continued)

ASSISTANT SECRETARY OF
THE AIR FORCE (Instal-
lations and Logistics)
Phillip N. Whittaker
Robert H. Charles

May 1969 Present
Nov. 1963 May 1969

NATIONAL AERONAUTICS AND SPACE ADMINISTRATION 

ADMINISTRATOR:
Thomas 0. Paine
James E. Webb

Oct. 1968 Present
Feb. 1961 Oct 1968

ATOMIC ENERGY COMMISSION

CHAIRMAN:
Glenn T. Seaborg Mar. 1961 Present

•
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COMPTROLLER GENERAL OF THE UNITED STATES

WASHINGTON. D 20548

B-133386 March 17, 1967

To the President of the Senate and the

Speaker of the House of Representatives

The General Accounting Office has made a review of the costs of

bidding and related technical efforts charged to Department of Defense

and National Aeronautics and Space Administration contracts. The ac-

companying report presents our findings, conclusions, and recommen-

dation.

The report is concerned with the need for improved control over

the costs of contractors' bidding and other related technical efforts

absorbed by the Government. It is based mainly on our findings at

Lockheed Missiles & Space Company, Division of Lockheed Aircraft

Corporation, Sunnyvale, California. However, auditors of the Depart-

ments of the Army and Air Force have noted similar problems during

their audits of numerous other Government contractors. We have sum-

marized their findings in this report.

In our opinion, the need for improved control results principally

because the Armed Services Procurement Regulation, which provides

the basis for limiting charges to contracts for contractors' bidding

costs and other technical effort costs, is not sufficiently clear and is

subject to varying interpretations. We, as well as agency auditors,

have noted that, where the procurement regulations do not clearly de-

fine the types of costs allowable under Government contracts or do not

clearly establish the extent of allowability, the interpretations made by

contractors most often prevail.

This situation is best illustrated where contractors, such as

Lockheed Missiles & Space Company, are engaged simultaneously in

the preparation of bids and proposals and the conduct of independent

research and development. These two activities involve similar tech-

nical efforts. For the larger contractors, including Lockheed Missiles

& Space Company, agreements are negotiated in advance covering the
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extent of the contractors' independent research and development pro-
grams that will be absorbed by the Government but advance agreements
generally are not made limiting the amount of bid and proposal expenses
to be absorbed by Government contracts.

Thus, technical effort designated by the contractor as pertaining
to its independent research and development program is subject to re-
duced reimbursement by the Government, whereas similar effort
designated as bid and proposal expense may be accepted without limi-
tation.

Our review indicated that at least half of the $3.8 million of bid-
ding and related costs claimed by Lockheed Missiles & Space Company
for 1962 either were similar to independent research and development
costs or were not, in our opinion, clearly necessary to support the
contractor's bids and proposals. The items in question were costs in-
curred (1) after the Government indicated that it was not interested in
a proposal, (2) before the time a request for proposal was received,
(3) after a bid or proposal had been presented to the potential customer,
and (4) to develop capability to respond to future anticipated requests
for proposals.

The Lockheed Aircraft Corporation, in commenting on our draft
report, disagreed with our position with respect to these items.

The Department of Defense and other Government agencies, in-
cluding the National Aeronautics and Space Administration, have recog-
nized the problem of determining allowability of bidding and related
costs when such determination is based on a subjective review of the
reasonableness of the contractor's classification of the technical effort
for which he is claiming reimbursement. For the past several years,
the Department of Defense had been in the process of amending the
procurement regulations to deal with all types of contractors' indepen-
dent technical effort as a package and to provide certain limitations on
the charging of such costs to Government contracts.
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The Department of Defense informed us, however, that the plan to

combine the costs of independent research and development and bid and

proposal technical effort had been recently discontinued and that a study

would be made to develop an appropriate remedy for effective manage-

ment of bid and proposal costs charged to Government contracts. Both

the Department of Defense and the National Aeronautics and Space Ad-

ministration stated that it would not be feasible at this time to issue

interim guidance, as we had proposed, with respect to allowability of

bid and proposal costs.

We recognize that the many facets of the bid and proposal problem

deserve intensive consideration before revised procedures are estab-

lished. However, we are concerned that, in the meantime, contracting

and auditing officials will continue to be faced with the need to interpret

the procurement regulations in the areas covered by this report. In our

opinion, the planned study should be expedited.

We therefore are recommending that the Secretary of Defense give

the proposed study of bidding and related costs a high priority and that

he establish goals to ensure the earliest possible completion of required

revisions to the procurement regulations.

We are reporting this matter to the Congress to advise it of a

significant problem that is affecting several Government agencies and

numerous contractors and of reported plans for its solution.

Copies of this report are being sent to the Director, Bureau of the

Budget; the Secretary of Defense; the Secretaries of the Army, Navy,

and Air Force; and the Administrator, National Aeronautics and Space

Administration.

4.6
Comptroller General

of the United States
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REPORT ON REVIEW

OF

COSTS OF BIDDING AND RELATED TECHNICAL EFFORTS

CHARGED TO GOVERNMENT CONTRACTS 

DEPARTMENT OF DEFENSE 

AND 

NATIONAL AERONAUTICS AND SPACE ADMINISTRATION 

INTRODUCTION 

The General Accounting Office has made a review of the costs

of bidding and related technical efforts incurred by contractors

and charged to contracts awarded by the Department of Defense (DOD)

and the National Aeronautics and Space Administration (NASA). Our

review was made pursuant to the Budget and Accounting Act, 1921

(31 U.S.C. 53); the Accounting and Auditing Act of 1950 (31 U.S.C.

67); and the authority of the Comptroller General to examine con-

tractors' records, as set forth in 10 U.S.C, 2313(b).

This report is concerned with the need for improved control

over the costs of contractors' bidding and other technical efforts

absorbed by the Government. The report is based mainly on our

findings at Lockheed Missiles & Space Company (LMSC), Division of

Lockheed Aircraft Corporation, Sunnyvale, California. However,

auditors of the Departments of the Army and Air Force have noted

similar problems during their audits of numerous other Government

contractors. We have summarized their findings in this report.

Our review at LMSC was made to obtain detailed information

concerning a long-standing problem area for which a solution had

not been developed. The examination was directed primarily toward

determining the types of technical efforts included in bid and prc

posal expense which was claimed in the overhead rate charged to
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Government contracts. V reviewed LMSC's_nolicd_ea and araedures

to account for and claim reimbursement of such expenses and the

controls established and surveillance maintained by the Government.

We reviewed pertinent Government regulations and directives and the

decisions reached by Government negotiators as to the allowability

of bidding and related costs.

We reviewed principally the bidding and related costs pertain-

ing to selected projects included in LMSC's claim for reimbursement

of overhead costs for its fiscal year ended December 30, 1962; how-

ever, we also reviewed some projects in overhead claims for _nri.,21.-
and subsequent years to satisfy ourselves that the conditions in

.1962 were not unique..

Our review for 1962 included 140 of the 390 w  rk orders in-

volving $3,234,000 of the total cost of $3,832,000 of bidding  and 

related technical efforts incurred during that year. Bidding and

related costs are included in LMSC's overhead (Contract and Admin-

istrative Expense) claim, which totaled $30,331,000 for 1962. This

claim still had not been fully settled by the Government as late as

January 1967. Our review was_ limited to bidding and related costs

and did not includ a review of an er costs in LMSC's overhead

claims-
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BACKGROUND 

Lockheed Missiles & Space Company is concerned principally

with satellite and missile design and development under contracts

with the Departments of the Air Force and Navy. A minor portion

of LMSC's workload involves contracts with other Government agen-

cies, including the National Aeronautics and Space Administration.

The Government and LMSC are concerned with various categories

of technical engineering effort, the principal categories being

technical effort in (1) performance of contract work, (2) indepen-

dent research and development (IR&D), and (3) bids and proposals.

The scope and cost of technical effort in the performance of a

contract are controlled by the terms of the individual contract.

IR&D efforts of LMSC are covered by an advance agreement limiting

the Government's participation in the costs. The Government's par-

ticipation in bidding costs is not controlled by Government regula-

tion, except for the broad limitation in procurement regulations

that such costs must be reasonable.

Paragraph 15-205.3 of the Armed Services Procurement Regula-

tion (ASPR) defines bidding costs as follows:

"Bidding costs are the costs of preparing bids or pro-
posals on potential Government and non-Government con-
tracts or projects, including the development of engi-
neering data and cost data necessary to support the con-
tractor's bids or proposals. Bidding costs of the cur-
rent accounting period of both successful and unsuccess-
ful bids and proposals normally will be treated as allow-
able indirect costs, in which event no bidding costs of
past accounting periods shall be allowable in the current
period to the Government contract. However, if the con-
tractor's established practice is to treat bidding costs
by some other method, the results obtained may be ac-
cepted only if found to be reasonable and equitable."

•
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LMSC's definition of bid and proposal expense is substantially the

same as the ASPR definition of bidding costs, and such costs are

included by LMSC in its overhead costs for the period in which they

are incurred.

Various Government customer agencies solicit proposals from

LMSC and other contractors for studies, desA, and development of

satellites, missiles, and their components.N.Ceormal solicitations 

azLilisils....j.a.11;11 issued by

authorized contracting officers. LMSC nat only relies to RFP's,

but also Ptiates unsolicited proposal efforts, some of which are

submitted to customer a encies, and undertakes engineering stud-

ies--referred to as re o osa e ts--to develo its own capa-

iziaLis.y ta bid_ for n2w work. tzgia/a.19sal efforts are defined IT
LMSC as:

"*** those efforts required to assure a competitive posi-
tion in responding to an anticipated program or program
area proposal request."

The costs of these eff I. • o osal e ense

In addition, during 1962 LMSC established a new rat.waxi_

c...9.1.ts related to bid and proposal expense which it designated as,

"contract capability costs." These costs are defined as the costs

of:

"*** that effort devoted to sustain continuity of the

proposed program subsequent to submission of the proposal,

but prior to and in anticipation of the contract award."

Preproposal and contract capability costs are not defined in the

ASPR. LMSC accumulates its bid and proposal expense and contract

1The term "request for proposal (RFP)" as used in this report is
to be interpreted to include reference to "request for quotation."
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capability costs in overhead work orders. These work orders are

charged with direct labor and material, purchased services, com-

puter use, and interdivision charges. Indirect labor, overtime

premium, reproduction, travel, and other applicable overhead are

not allocated to these work orders.

Total direct costs of bidding and related efforts claimed by

LMSC in recent years are summarized as follows:

Direct Costs of
Bidding and Related Efforts 

•

Year
Bid and proposal Contract

capability TotalPreproposal Bidding

1960 $ 561,000 $ 743,000 $ - $1,304,000
1961 1,020,000 1,209,000 2,229,000
1962 1,068,000 2,404,000 360,000 3,832,000
1963 2,668,000 2,169,000 204,000 5,041,000
1964 3,686,000 1,844,000 69,000 5,599,000
1965 4,839,000 2,572,000 301,000 7,712,000

As stated on page 2, bidding and related costs are part of Contract

and Administrative Expense which is included in LMSC's overhead

claim for allocation to Government contracts. LMSC's claims for

Contract and Administrative Expense were $22,033,000 in 1961,

$30,331,000 in 1962, $35,997,000 in 1963, $35,001,000 in 1964, and

$35,806,000 in 1965.

The Government's financial interest in LMSC's bidding and re-

lated costs stems from the fact that LMSC's sales are almost ex-

clusively to the Government, and these costs are allocated to the

various contracts. For instance, during 1962, 99.99 percent of

LMSC's sales were to the Government under negotiated contracts,

98.37 percent being under cost-reimbursement-type contracts and the

• remainder under other types of negotiated contracts. LMSC's sales

for 1962 amounted to $824 million.
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Subsequent to 1962, an increasing proportion of LMSC's sales

to the Government has been made under firm fixed-price and fixed-

price incentive contracts. For example, in 1965 about 44 percent

of LMSC's sales were made under fixed-price-type contracts. Dur-

ing that year total sales amounted to about $601 million, of which

99.97 percent were to the Government.

The Air Force, Navy, and NASA contracts awarded to LMSC are

administered by representatives of each agency, who are located at

the contractor's plant. Audit responsibility is vested in a repre-

sentative of the Defense Contract Audit Agency, formerly the repre-

sentative of the Air Force Auditor General, also located at the

contractor's plant. The overhead rates are negotiated by a joint-

services negotiation team headed by a representative of the Air

Force Systems Command, Andrews Air Force Base, Washington, D.C.

A listing of the principal officials of the Department of

Defense and the National Aeronautics and Space Administration re-

sponsible for matters discussed in this report is included as ap-

pendix I.
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FINDING AND RECOMMENDATION 

NEED FOR IMPROVED CONTROL OVER COSTS 
OF BIDDING AND RELATED EFFaTS 
CHARGED TO GOVERNMENT CONTRACTS 

There is a need for improved control on the part of the De-

partment of Defense and the National Aeronautics and Space Admin-

istration over the costs of bidding and related technical efforts

charged to Government contracts.

In our opinion, the need for improved control results princi-

pally because the Armed Services Procurement Regulation, which pro-

vides the basis for limiting charges to contracts for contractors'

bidding costs and other technical effort costs, is not sufficiently

clear and is subject to varying interpretations. We, as well as

agency auditors, have noted that, where the ASPR does not clearly

define the types of costs allowable under Government contracts or

does not clearly establish the extent of allowability, the inter-

pretations made by contractors most often prevail.

This situation is best illustrated where contractors, such as

LMSC, are engaged simultaneously in the preparation of bids and

proposals and the conduct of independent research and development.

These two activities involve similar technical efforts. For the

larger contractors, including 1,MSC, agreements are negotiated in

advance covering the extent of the contractors' IR&D programs that

will be absorbed by the Government but advance agreements generally

are not made limiting the amount of bid and proposal expenses to

be absorbed by Government contracts.

Thus, technical effort designated by the contractor as per-

taining to its IR&D program is subject to reduced reimbursement by

the Government, whereas similar effort designated as bid and pro-

posal expense may be accepted without limitation.
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The findings resulting from our review at LMSC and the find-

ings of agency auditors concerning bid and proposal costs of sev-

eral Government contractors, including LMSC, are included in the

sections that follow.

Government administration of 
bidding and related costs 

The allowability of a defense contractor's claim for bidding

and related costs is governed by the Armed Services Procurement

Regulation. The contractor's claim is reviewed by the cognizant

Government auditor who issues an advisory report in which he ques-

tions such costs as do not appear to meet contractual or ASPR cri-

teria. The Government negotiator reviews the auditor's advisory

report and, on the basis of the questions raised in the report and

explanations received from the contractor and the auditor, nego-

tiates a settlement of the contractor's claim. Although the cog-

nizant auditor has questioned a significant portion of the bidding

and related costs claimed by LMSC in recent years, the Government

negotiator has allowed virtually all such costs.

Paragraph 15-205.3 of the Armed Services Procurement Regula-

tion, as quoted on, page 3 of this report, defines bidding costs.

The ASPR provides that bidding costs are allowable if they are rea-

sonable. Reasonableness is defined in paragraph 15-201.3 in the

ASPR as:

"A cost is reasonable if, in its nature or amount,

it does not exceed that which would be incurred by an or-

dinarily prudent person in the conduct of competitive

business. The question of the reasonableness of specific

costs must be scrutinized with particular care in connec-

tion with firms or separate divisions thereof which may

not be subject to effective competitive restraints. What

is reasonable depends upon a variety of considerations and

circumstances involving both the nature and amount of the
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cost in question. In determining the reasonableness of a
given cost, consideration shall be given to--

(i) whether the cost is of a type generally rec-
ognized as ordinary and necessary for the con-
duct of the contractor's business or the per-
formance of the contract;

(ii) the restraints or requirements imposed by such
factors as generally accepted sound business
practices, arm's length bargaining, Federal and
State laws and regulations, and contract terms
and specifications;

(iii) the action that a prudent business man would
take in the circumstances, considering his re-
sponsibilities to the owners of the business,
his employees, his customers, the Government
and the public at large; and

(iv) significant deviations from the established
practices of the contractor which may unjus-
tifiably increase the contract costs."

DOD has not provided auditing and contracting officials with spe-

cific guidelines for implementing the "bidding cost" provision,

and these officials, as well as contractors, must interpret the

"bidding cost" provision guided only by the general terms of the

"reasonableness" provision.

Our review indicates that several contractors, including LMSC,

have interpreted the phrase in the definition of bidding costs

which reads "including the development of engineering data and cost

data necessary to support the contractor's bids or proposals" to

mean that preproposal and other technical efforts incurred in an-

ticipation of the release of an RFP are allowable costs. These ef-

forts are similar to independent research and development efforts,

and, in our opinion, it is not clear whether they should be

42-060 0 - 70 - 9
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considered as bidding, IR&D, or other technical efforts. Govern-

ment negotiators, in the absence of implementing instructions, have

been reluctant to disallow such costs from claims for bid and pro-

posal expenses, even though auditors have often questioned the al-

lowability of such costs.

The ASPR permits contractors to recover costs of independent

research and development and bidding efforts as indirect charges to

Government contracts. In recognition of the difficulty in some

cases of determining the reasonableness and allocability of certain

types of costs, DOD recommended in the ASPR (15-107) the negotia-

tion of an agreement in advance of the incurring of such costs.

The ASPR 15-107 provides that:

"*** the reasonableness and allocability of certain items
of cost may be difficult to determine, particularly in
connection with firms or separate divisions thereof which
may not be subject to effective competitive restraints.
In order to avoid possible subsequent disallowance or dis-
pute based on unreasonableness or nonallocability, it is
important that prospective contractors, particularly those
whose work is predominantly or substantially with the Gov-
ernment, seek agreement with the Government in advance of
the incurrence of special or unusual costs in categories
where reasonableness or allocability are difficult to de-
termine."

The Government and LMSC have for several years negotiated ad-

vance agreements limiting the Government's participation in the

cost of IR&D efforts pursued by the contractor. These advance

agreements provide for cost sharing of IR&D expenses and place a

maximum limit on the costs that the Government will absorb each

year. The cost sharing between the Government and LMSC has been on

a 75-25 percent basis, respectively, subject to a ceiling amount

established for the Government's share. The following schedule

shows the Government share ceiling, the total IR&D expenses
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incurred, and the amounts allowed by the Government negotiator in

overhead negotiations:

Year
Government
share ceiling

Total IR&D
expense
incurred

Allowed in
overhead

negotiations

1960 $3,422,000 $ 4,390,000 $3,208,000
1961 3,365,000 4,337,000 3,121,000
1962 5,175,000 6,793,000 5,076,000a
1963 5,981,000 8,425,000 5,981,000a
1964 7,471,000 10,823,000 7,471,000
1965 6,764,000 11,703,000 Not yet

negotiated

aAlthough overhead negotiations were not settled as of January 27,
. 1967, the parties had agreed to these amounts for IR&D.

The advance agreements for IR&D provide, in part, that:

"The above ceilings include only the independent research
and development costs as defined in ASPR 15-205.35, in-
cluding the applicable engineering and manufacturing over-
head, but do not include the allocation of G&A nor costs
of other research effort such as defined by ASPR 15-205.3,
Bidding Cost, and 15.205.21, Manufacturing & Production
Engineering Costs. ***"

Although some technical efforts--such as the development of

engineering data for an unsolicited proposal or in anticipation of

a request for proposal--are in our opinion very similar to IR&D,

costs of these efforts have been charged by LMSC to bid and pro-

posal expense and have not been covered by advance agreements.

The Air Force auditor has questioned the reasonableness of

bidding and related costs claimed by LMSC for several years. For

LMSC's 1960 claim, he questioned $561,000 of preproposal costs and

$743,000 of bidding expenses. The Government negotiator was of the

opinion that the preproposal costs were very similar to IR&D and
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should be subject to a cost-sharing arrangement similar to the ad-

vance agreement negotiated for IR&D. His offer of a 75-25 percent

sharing plan was accepted by LMSC and, as a result, $140,000 of the

contractor's claim for preproposal costs was disallowed.1 The nego-

tiator, however, allowed all of the bidding expense claimed, on the

basis that the amount was reasonable and consistent with past ex-

perience and sales volume.

The auditor, for LMSC's 1961 claim, questioned $925,000 of the

bid and proposal expenses claimed by Lockheed on the basis that

this amount represented a significant increase over comparable

costs in 1960. The Government negotiator considered $650,000 of

the costs questioned by the auditor to be reasonable but disallowed

$275,000. While neither the auditor's records nor the Government

negotiator's records identified the amount of preproposal effort

included in the amounts questioned and disallowed, the Government

negotiator advised our representative that it had been a signif-

cant factor in arriving at the amount disallowed.

The auditor, in his 1962 overhead review, questioned

$1,912,000 of the $3,472,000 bid and proposal expense and all the

$360,000 contract capability costs claimed by LMSC. He questioned

the $1.9 million bid and proposal expense on the basis that it rep-

resented an extraordinary increase in such costs. The $1.9 million

consisted of about $1 million in preproposal effort, $111,000 on

LMSC's study on a spacecraft bus, $54,000 for a mock-up display not

needed, excessive proposal activity for NASA in relation to volume

1
Lockheed Aircraft Corporation, in comments dated 9-26-66

(app. II), stated that disallowances were at times accepted as a

compromise to conclude negotiations but not on the basis that the

preproposal costs should have been treated as IR&D.



2623

of business with NASA, and substantial dollar expenditures on sev-

eral individual proposal projects.

The Government negotiator reinstated all of these questioned

expenses, except the $111,000 expended on the spacecraft bus for a

lunar logistics system. The negotiator informed us that the

$111,000 expended on the spacecraft bus had been disallowed because

LMSC had been notified of the award to another company and contin-

ued incurring costs on something that LMSC could not sell and from

which the Government would have little benefit.

In connection with the $1 million of preproposal efforts, the

auditor pointed out that, because of their apparent research-

oriented nature and nonapplicability to specific proposals, these

efforts could be considered as IR&D. As such, the costs of the

preproposal effort would be subject to regular overhead application

and cost sharing under the negotiated IR&D advance agreement ceil-

ing. The Government negotiator, however, claimed he had no guide-

lines to follow and had to apply the test of reasonableness. He

recognized that the preproposal effort could be used to circumvent

the limits contained in the advance IR&D agreement but maintained

that it was a normal business expense and should be allowed. He

claimed that he was aware of the nature of the costs and agreed

that they were not strictly proposal costs.

The Government negotiator's explanation for reinstating the

preproposal expenses was inconsistent with his prior years' deter-

minations that certain of these same types of costs were not al-

lowable under Government contracts.

The auditor, in reviewing LMSC's overhead claim for 1963,

questioned over $3 million of bid and proposal expenses and almost

$200,000 of contract capability costs of the over $5 million bid-

ding and related costs claimed. Although the negotiations had not
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yet been completed at the time of our review, the Government nego-

tiator informed us that, except for a disallowance of $60,000 on

the spacecraft bus to which LMSC had agreed, he had reinstated all

the other bid and proposal expense and contract capability costs

questioned by the auditor.

The problem of determining the allowability of bidding and re-

lated costs arises because ASPR defines several types of technical

effort in such a way that a given technical effort may be costed in

more than one category. This problem is compounded by the passage

of time because of the loss of employees familiar with the work

performed and the lack of sufficiently detailed supporting records.

Although LMSC presents its overhead claim shortly after the close

of its fiscal year, the audit, negotiation, and settlement of the

claim are often delayed for several years. Thus, as of January 27,

1967, LMSC's overhead claims for 1962 and 1963 had not yet been

completely settled.

DOD management officials, auditors, contracting officers, and

negotiating officers have recognized the problem of determining the

allowability of bidding and related costs when such determination

is based on a subjective review of the reasonableness of the con-

tractor's classification of the technical effort for which he is

claiming reimbursement. For the past several years DOD and other

Government agencies, including NASA, have been working on a revi-

sion of procurement regulations to provide a better means of con-

trolling the costs charged to Government contracts for the techni-

cal efforts of contractors. Because various types of technical ef-

fort were difficult to clearly and conclusively identify, DOD was

considering the desirability of amending the ASPR to place the

costs of all such technical effort under a single category to be

called contractor's independent technical effort (CITE).
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We were informed in November 1966, however, that, although

this approach had merit, it had been determined that on balance it

was not an acceptable solution. Consequently, DOD is now planning

further studies to aid in the development of new methods of deal-

ing with bid and proposal costs.

Army and Air Force auditors have also reported on the inade-

quate control over the costs of various types of technical efforts

charged to Government contracts. In a report, dated October 18,

1963, on the review of bidding costs incurred in 1961 and 1962 at

35 contractor locations, the Air Force Auditor General showed that

(1) various bases were used by negotiating officials to determine

allowability of bidding costs and (2) bidding costs were not al-

located to contracts of agencies in proportion to bids and pro-

posals made to the agencies so that an agency which generated a

substantial amount of bidding costs absorbed only a small fraction

of the bidding costs incurred.

On May 13, 1965, the Air Force Auditor General reported on a

review of bidding and proposal costs incurred by bidders on 20

small (from $11,000 to $89,000) research and development procure-

ments. The report showed that the total bidding costs of all bid-

ders ranged from 7 to 178 percent of the amount of the basic pro-

curement contract and that the average cost was 43 percent of each

procurement.

In a report, dated April 16, 1965, on the review of IR&D and

other related technical effort at 28 contractor locations, the Army

Audit Agency reported (1) intermingling of IR&D with bidding and

proposal and other technical effort costs, (2) inconsistent allo-

cation of indirect costs to IR&D effort, and (3) inadequate imple-

mentation of existing procedures by procurement personnel when ne-

gotiating IR&D advance agreements.
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We reviewed bidding and related technical effort costs in-

curred by LMSC for the period 1961-63, with particular emphasis on

1962. In our opinion at least $1,936,000 of the $3,234,000 of

costs we reviewed for 1962 either were similar to IR&D effort costs

or were not clearly necessary to support the contractor's bids and

proposals. These costs are summarized

discussed in the sections of the report

Type of cost

in the table below

that follow.

and are

Amount

Preproposal efforts
Studies pursued after notification

that Government not interested:

$1,068,000

Spacecraft bus $111,000
Titan III upper stage 38,800
Synchronous Orbit Communi-
cation System 4,336 154,136

Engineering studies before and
after proposal period 354,336

Contract capability 359,755

$l9362 27
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Cost of preproposal efforts charged 
to Government contracts 

For 1962, LMSC claimed as bid and proposal expenses direct

costs of $1,068,000 for studies to develop engineering capabili-

ties. For 1963, LMSC claimed $2.7 million for such studies. (See

p. 5 .) These studies, generally referred to as preproposal ef-

forts, were initiated to investigate and develop data on given

projects or program areas.

As stated on pages 11 through 13, the Air Force auditor ques-

tioned substantial amounts of preproposal expense in LMSC's claims

for 1960, 1961, 1962, and 1963. The negotiator disallowed $140,000

of such costs for 1960 and about $275,000 for 1961 but advised us

that he had allowed all such costs included in LMSC's claims for

1962 and 1963.

Following are examples of preproposal efforts charged by LMSC

as bid and proposal expense:

Advanced Agena vehicles 

In 1962 and 1963 LMSC expended about $353,000 on an 18-month

preproposal study of advanced Agena vehicles. The study effort was

to provide recommendations to LMSC management on courses of action

for further development of an upper stage vehicle and to initiate

further development oc appropriate LMSC capabilities.

On January 8, 1962, LMSC issued a preproposal work order de-

scribing the effort, as follows:

"This study is intended to cover the investigation of
Agena derivatives and alternatives. Consideration will
be given to: increased diameter and length, other high
energy fuel, and compatibility with both present and fu-
ture large 1st stage boosters, including solids."

•
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From time to time the work plan was revised, authorizing addi-

tional time and further defining the scope and objectives of the

study. For example, the October 12, 1962, revision stated, in

part:

"The study will investigate the missions and systems re-
quirements, systems engineering, and developmental re-
quirements of a Lockheed [LMSC] advanced post-Agena Upper
Stage Vehicle, and will have as its objective a firm rec-
ommendation on Lockheed's [LMSC's] course of action with
regards to developmental proposals to NASA and the USAF."

The June 25, 1963, revision of the work order described the

preproposal effort, as follows:

"This revision is issued to cover the Second Quarter ef-
fort on the subject study. It will continue the investi-
gation of mission and systems requirements, systems engi-
neering and developmental requirements of a LMSC Advanced
Post-Agena upper stage vehicle. The data compiled will
be used on anticipated future proposals."

LMSC made a presentation of the major results of the effort to

NASA in June 1963. Shortly after the presentation, the effort was

discontinued. LMSC neither received a request for a proposal nor

submitted a proposal to the Government.

Eurospace study 

In 1962 and 1963 LMSC expended about $23,000 on an analysis

and commentary on a proposal prepared by Eurospace, a nonprofit,

nonpolitical organization whose members are from European industry.

The purpose of Eurospace is to promote space activities in Europe.

LMSC, as a corresponding member, was invited by Eurospace to under-

take a study. LMSC charged the costs of the study to bid and pro-

posal expense and ultimately allocated these costs to Government

contracts.
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The October 12, 1962, LMSC work order described the study, as

follows:

"Preliminary effort, which supported by the funds of this

workplan, involves evaluation and comment on various pro-

posals generated by Eurospace members."

In April 1963, after a 3-month suspension of work, the project

was renewed under a new work order which described the effort, as

follows:

"This work order is issued to cover the effort required

on the subject study. It will involve critical review

and analysis of the Eurospace proposals for a European

nonmilitary space program and a determination of potential

areas for major LMSC participation."

LMSC neither received a request for proposal nor submitted a pro-

posal to a Government or commercial customer.

The LMSC preproposal work orders showed that the purpose of

the studies was to establish capability for future participation in

program areas and to prepare LMSC for future proposals in various

fields. The preproposal efforts extended over many months. They

were not specifically directed toward responding to requests for

proposals or toward developing data for current unsolicited pro-

posals.

Costs of studies pursued after notification that 

the Government was not interested in proposals 

LMSC, in 1962 and 1963, claimed direct costs of about $230,400

for reimbursement under Government contracts for studies pursued on

three different projects after it had been notified that the Gov-

ernment was not interested in the proposals. These costs were part

of the total bidding costs of $2,404,000 and $2,169,000 claimed by

LMSC for 1962 and 1963, respectively. (See p. 5.)
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As stated on pages 11 through 13, the Air Force auditor ques-
tioned, and the Government negotiator disallowed, the costs of the
spacecraft bus project in LMSC's overhead claims for 1962 and 1963.

However, the auditor did not question the fact that LMSC's overhead
claims included costs incurred on the Titan III upper stage project
and the synchronous orbit communication system project after LMSC

had learned that the Government was not interested in LMSC's pro-

posals on these two projects. The negotiator advised us that he

had not disallowed costs incurred on the latter two projects which

were included in LMSC's overhead claims for 1962 and 1963.

Following are the details on these three projects.

Spacecraft bus for lunar logistics system

On August 1, 1962, NASA issued a request for proposal for a

study of a spacecraft bus for a lunar logistics system. LMSC sub-

mitted a proposal on August 17, 1962. The direct costs incurred

for this proposal effort totaled about $4,000. While waiting for

NASA's evaluation of the proposal, LMSC undertook a review and ex-

tension of the work submitted in the proposal, including design

configurations and concepts. The study costs during this waiting

period totaled about $2,000. On September 6, 1962, NASA notified

LMSC that it was negotiating a contract for the study of the space-

craft bus with another company. The Government paid this success-

ful bidder $178,448, plus a fixed fee under this contract.

Eleven bidders responded to the request for proposal for a

spacecraft bus. NASA considered several of the contractors in its

final evaluation. Although LMSC was not one of those considered

and was notified on September 6, 1962, that the contract was being

awarded to another company, it continued with its study of the

spacecraft bus. During September 1962, LMSC started the 3-month
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study that it had outlined in its August 17 proposal. In Decem-

ber 1962 LMSC made a technical presentation of its findings to

NASA. LMSC continued its studies on the

middle of May 1963. In the table below,

curred to perform the study are compared

der's proposed contract costs.

spacecraft bus until the

the total costs LMSC in-

with the successful bid-

LMSC
cost

Successful bidder's
proposed cost

Direct Labor $131,092 $ 64,754
Computer and other costs 39,573 36,523

Total direct charges $170,665 $101,277

Overhead 108,700a 76,167

Total cost $279,365 $177,444b

aEstimated by GAO

b
Total contract cost was $178,448 exclusive of fee.

LMSC charged the direct costs of the proposal effort and the

subsequent study effort to a single bid and proposal work order.

No overhead was applied to the work order. The direct costs of the

study in 1962 and 1963 were about

tively.

Titan III upper stage 

LMSC, in 1962, incurred direct costs of about $38,800

proposal effort for the Titan III upper stage after it had

notified by the Government that the design and development

$111,000 and $60,000, respec-

on a

been

of the

vehicle had been assigned to another company. LMSC pursued the

study for about 5 months and then terminated the effort without

•
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submitting a proposal. LMSC claimed reimbursement of the cost of
the study as bid and proposal expense.

On April 6, 1962, LMSC started a preliminary study of the Ti-
tan III upper stage. On April 12, LMSC's New Business Committee
approved a proposal effort. LMSC's records show that, on that same
day, the Air Force Chief of the Procurement Directorate for the Ti-
tan III told the LMSC representative that the Air Force had as-
signed design and development cognizance to another company and
that LMSC would not have an opportunity to participate in this pro-
gram because of the critical schedules and time limitations. De-
spite the knowledge that the Government was already working with

another company, LMSC proceeded with its study. On May 10, 1962,
LMSC made a presentation of the preliminary study to the cognizant

Government Review Committee. In September 1962, after LMSC had

charged $42,098 to bid and proposal expense, the effort on the Ti-

tan III upper stage was abandoned without submitting a proposal.

About $38,800 of this amount was incurred after the Government had

notified LMSC that another company had been selected.

Synchronous orbit communication system

In July 1962, LMSC undertook a study in anticipation of a re-

quest for a proposal on the synchronous orbit communication system

program. In December 1962, after incurring costs of $114,500 on

the company-initiated synchronous orbit proposal effort, LMSC made

a presentation of its findings to the Air Force. It then found

that no fiscal year 1963 or 1964 funds were available for the syn-

chronous orbit system. The limited funds available for the commu-

nication satellite program had all been allocated by the Air Force

to a medium altitude random orbit system. After it had been noti-

fied that funW.. wPre not available for that program, LMSC continued

its effort on the synchronous orbit proposal for several weeks and

incurred additional direct costs of $21,000. Of this amount,

$4,336 was charged to 1962 costs and the remainder to 1963. No

proposal was submitted by LMSC.
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Engineering studies before rid
after the proposal period 
charged as bidding costs 

For 1961, 1962, and 1963, LMSC claimed about $1,527,000 as bid-

ding costs incurred on four projects we selected for review; about

$777,000 of these costs were incurred before receipt of requests

for proposal (RFP) or after submission of the proposa1.1 These

costs were part of the total bidding costs of $1,209,000,

$2,404,000 and $2,169,000 claimed by LMSC for 1961, 1962, and 1963,

respectively. (See p. 5.)

As stated on pages 11 through 13, the Air Force auditor ques-

tioned substantial amounts of bidding costs included in LMSC's

overhead claims for 1961 through 1963. However, the Government ne-

gotiator reinstated and allowed almost all such costs claimed for

those years.

LMSC incurred the following costs on the four projects during

1961 through 1963:

Before
release

Direct Bid and Proposal Expenses

Costs outside
proposal

During Aft,
proposal submission

p.r2jt_. of RFP period of proposal. Total period

RIFT (note a) $663,386 $275,866 $23,460 $ 962,712 $686,846
NOVA Vehicle System
Study 32,401 236,960 15,056 284,417 47,457

Missile B 22,921 183,648 8,635 215,204 31,556
MMRBM (note b) 3.005 53 353 8.130 64.688 11 335

Total 872L713 ' $7490327 $55,481 $1,527,13,21 $777 ..1,9_4

'Reactor-in-flight-test.

hMobile medium range ballistic missile.

1
The term "after submission of proposal" as used in this report is
to be interpreted to mean subsequent to any required postproposal
presentation.
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Of the total cost of $777,194, shown in the table above as in-
curred outside proposal periods, $354,336 was charged in 1962, con-
sisting of $279,266 for RIFT, $45,457 for NOVA, $18,278 for Mis-
sile B, and $11,335 for MMRBM. LMSC also claimed contract capabil-
ity costs of about $360,000 in 1962 on these four projects. (See
discussion of contract capability costs on pp. 25 to 29.)

Analysis of one of these projects, the RIFT proposal effort,

shows that LMSC, in anticipation of the release of an RFP, started

engineering studies on a proposal in July 1961. NASA issued the

RFP on this program in two phases. The RFP for Phase I covered the

management proposal and was released on December 7, 1961. The pur-

pose of this RFP was to permit the Government to evaluate the capa-

bilities of interested contractors and, accordingly, limit the list

of potential contractors to those who possess demonstrable compe-

tence and capability to successfully perform the requirement under

consideration. LMSC submitted the management proposal on Janu-

ary 2, 1962. We were informed that the cost of preparing the man-

agement proposal Was nominal.

On February 26, 1962, after evaluating the management propos-

als, NASA released the RFP for Phase II to the three qualified con-

tractors selected under the earlier phase. LMSC, as one of the

selected contractors, submitted its cost and technical proposal for

Phase II on March 26, 1962, and made a required oral presentation

to NASA on April 11, 1962. LMSC continued the study effort with

the last charge being recorded in February 1963.

Contract capability costs 
charged to Government contracts 

In 1962, LMSC charged about $360,000 to Government contracts

for what it termed "contract capability costs." LMSC identified
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these 1962 costs as those incurred in support of four major propos-

als after the proposals had been submitted. As stated on pages 11

through 13, the Air Force auditor questioned the contract capabil-

ity costs included in LMSC's overhead claim for 1962 and also for

1963; however, the Government negotiator reinstated and allowed all

such costs claimed for those years.

LMSC introduced contract capability costs as a new category of

costs in April 1962. In November 1963, LMSC, at the request of the

Air Force auditors, defined these costs, as follows:

"*** that effort devoted to sustain continuity of the
proposed program subsequent to submission of the pro-
posal, but prior to and in anticipation of the contract
award. This activity includes:

a. Consolidation and finalization of technical data and
reports generated during the proposal effort.

b. Retention of the basic team commitment made to the
customer insofar as it is practical and feasible.

c. Planning of complete staff and organizational require-
ments.

d. Accumulation and presentation of additional informa-
tion in support of the proposal or as requested by the
customer.

e. Preparation and submission of data, subsequent to con-
tract award required by the customer for definitive
contract finalization."

Contract capability costs were an unusual type of cost neither

defined by the ASPR nor previously categorized by LMSC. ASPR

15-107 recommends that, to avoid a possible dispute based on unrea-

sonableness or unallocability, the contractor should seek agreement

42-060 0 - 70 - 10
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with the Government in advance of incurring unusual costs in cate-
gories where reasonableness or allocability are difficult to deter-
mine.

LMSC did not seek or obtain Government approval in advance of
incurring contract capability costs. For 1962, it claimed costs on
the following four major projects.

Project Direct costs

RIFT $ 69,145
NOVA Vehicle System Study 275,534
Missile B 13,754
Integrated Mission Control Center 1,322

$359.755

In 1963, LMSC claimed an additional $5,000 as contract capability

costs on these projects and $199,000 on three other projects.

As discussed on page 24, LMSC incurred costs after it had sub-

mitted the proposals and made subsequent required presentations and

charged these costs to bid and proposal expense. In addition, it

incurred contract capability costs on the same projects after the

proposals were submitted. For example, on the NOVA Vehicle System

Study, LMSC submitted its proposal on April 26, 1962. After sub-

mission of its proposal, LMSC incurred direct costs of $15,000

which it charged to bid and proposal expense and, in addition, in-

curred direct costs of about $275,000 which it classified as con-

tract capability costs.

Furthermore, LMSC incurred part of these costs after July 13,

1962, the date when LMSC was notified that the contract was being

awarded to two other companies, and as late as August 10, 1962.

Thus, LMSC incurred costs of about $28,000 of the total cost of
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$275,000 for contract capabS.lity on the NOVA 'Vehicle System Study

after it was notified that it wa!; an unsuccessful bidder on that

project.

On the NOVA Vehicle System Study, NASA invited proposals for

a cost-sharing contract. NASA indicated that the Government would

finance costs of approximately $700,000. LMSC estimated that the

NOVA Vehicle System Study would cost $1,900,000 and proposed a

cost-sharing contract whereby NASA would finance $700,000, or

37 percent, while LMSC would absorb $1,200,000, or 63 percent, of

the total costs.

After submitting the proposal on the NOVA Vehicle System

Study, LMSC, without approval from NASA, proceeded with development

studies on vehicle design. The introduction to one of the reports

stated:

"This fourth Progress Report concludes the company-funded 

design effort on the NOVA Vehicle Program as defined in

the NASA RFQ." (Empahsis supplied.)

Although the report stated that the work was company funded, LMSC

charged the cost of these studies to contract capability work or-

ders and ultimately passed these costs to Government contracts.

LMSC charged Government contracts with the following costs in

connection with the NOVA Vehicle System Study.

Bid and proposal expense
Contract capability cost

Direct costs 

$284,000
275.000

Thus, although LMSC was not awarded the contract, it charged Gov-

ernment contracts almost as much for its effort on the NOVA Vehicle

System Study as the $700,000 NASA indicated it would finance for

such a study.
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Contractor comments and our evaluation 

Lockheed Aircraft Corporation (i.,ockheed) submitted comments on

the findings and proposals for corrective action included in our

preliminary draft report. The full text of its reply is included

as appendix II.

Lockheed stated that its review did not sustain the conclusion

in our draft report that the costs discussed in the report were not

clearly necessary to support LMSC's bids or proposals and, there-

fore, were not clearly within a reasonable interpretation of the

ASPR definition of bidding costs. Lockheed agreed that determina-

tions as to reasonableness require a degree of subjective judgment

but did not believe that this, by itself, indicates that additional

guidance is required.

In its reply, Lockheed presented justification for having in-

cluded as bidding and related costs the various types of expenses

discussed in this report. Engineering and other costs incurred

prior to receiving a request for a proposal were justified on the

basis that without such effort a firm has a minimal chance of suc-

cessfully competing for Government contracts; that the Government

directly benefits from this preliminary work in the enhanced qual-

ity of the proposals it receives; and that the Government through

emphasis on increased competition, more realistic pricing, more

completely defined requirements, and a higher level of sophistica-

tion in systems management has made preproposal work necessary on

the more complex programs.

Costs incurred after proposals had been submitted and con-

tracts had been awarded to other companies, or after LMSC had been

notified that Government funds were not available for contract cov-

erage, were justified on the basis that there was a potential for

later contracts for the same or similar items.
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Contract capability costs incurred between the time that pro-

posals were submitted and contracts were awarded were justified as

being necessary to retain personnel to provide timely and effective

performance if LMSC received the contracts.

Lockheed's comments, of course, were based upon its own inter-

pretation of what was allowable under ASPR. As stated in this re-

port, however, we believe that the ASPR is not sufficiently clear

and is subject to varying interpretations. We pointed out how Gov-

ernment auditors and contract negotiators disagreed on what was al-

wable under ASPR. Because ASPR requires a considerable amount of

.subjective judgment on the part of the contractor, both the auditor

and the negotiator must evaluate the propriety of this judgment.

Evaluation of the judgment of others is difficult at best, but the

degree of difficulty increases as time passes after the judgment

has been made. Since the Government's audits and negotiations of

contractors' overhead claims, including bidding and related costs,

are normally made at long intervals after incurrence of the costs

involved, the auditors and negotiators are not in a favorable posi-

tion to question the contractors' judgments.

The purpose of the proposals in our preliminary draft report

was, therefore, to reduce the extent of subjective judgment re-

quired by establishing a more precise set of rules for determining

the allowability of bidding and related costs. Although we are

showing several examples in this report of costs which in our judg-

ment were not clearly necessary to support LMSC's bids or propos-

als, we recognize that other persons may not concur in our judg-

ment.

Similarly, the line of distinction between bidding and pro-

posal costs and IR&D costs may be very fine and the intent of the

•
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contractor may be an importe,lt tactor in deciding the proper clas-

sification. This is particularly true when the interval of time

between the beginning of an engineering effort and the date the

contractor receives a request for a proposal is lengthy, or when

an engineering effort does not result in the submission of a bid

or proposal.

Although there will probably always be disputes between con-

tractors and the Government as to the proper application of ASPR

provisions, we believe that this problem would be reduced in the

bid and proposal area by the establishment by the Government of

more specific guidance as to allowability.

Agency comments 

The Department of Defonse and the National Aeronautics and

Space Administration also submitted comments on the findings and

proposals for corrective action included in our preliminary draft

report. Neither DOD nor NASA took issue with the facts and conclu-

sions in the draft report. Both agencies directed their comments

strictly to our proposals to correct the conditions we had de-

scribed. Their replies are included as appendixes III and IV.

In making our proposals we recognized that DOD and RASA had

been working on a revision of procurement regulations to provide a

better means of controlling the costs charged to Government con-

tracts for technical efforts of contractors. (See p. 14.) Conse-

quently, we proposed in our preliminary draft report that DOD and

NASA consider the matters discussed in our report in their proposed

amendment of procurement regulations so as to control and limit

charges to Government contracts for all types of contractors' in-

dependent technical efforts. We proposed also that, pending satis-

factory amendment of procurement regulations, DOD and NASA provide
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auditing and contracting officials with interim guidance for ensur-

ing protection of the Government's interests in considering the al-

lowability of costs of the types discussed in this report.

In its reply, DOD indicated that the proposed revision of pro-

curement regulations had been determined to not be an acceptable

solution and that it had been discontinued. DOD conceded that

there had been some difficulties in interpreting ASPR but that it

was not clear that these difficulties had had any widespread effect

on cost allowance. DOD pointed out that there had been major

changes in the past 5 years in its methods of initiating major pro-

grams which undoubtedly contributed to the increase in both IR&D

and bid and proposal costs but that at this time the cause and ef-

fect relationships are not clear.

Recognizing the need for effective management in this area,

DOD advised that it was planning to study the nature of bid and

proposal costs more thoroughly. Methods for dealing with this cost

would then be adopted, which should provide the necessary visibil-

ity and discipline without lessening the contractors' ability to

respond to requests placed upon them by DOD.

DOD also stated that--in view of the lack of clarity in the

bid and proposal area, and in view of other unanswered questions,

such as the impact of Defense-sponsored procedures on cost incur-

rence--it was not prepared to issue interim guidance at this time.

NASA also advised that it did not believe that issuance of in-

terim guidelines would be feasible at this time. In support of

this statement, RASA said that it did not yet know the extent to

which tighter control of bid and proposal expense is in the in-

terest of the Government, or the technique of control which would

be appropriate to implement such further limitation as might be de-

cided upon.
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Conclusions and recommendation 

In our opinion, the costs discussed in this report are similar

to IR&D effort costs or are not clearly necessary to support LMSC's

bids or proposals. Consequently, there is doubt as to whether such

costs are clearly within a reasonable interpretation of the ASPR

definition of bidding costs. We recognize, however, that, because

the ASPR definition is in general terms, it is subject to various

interpretations and that, in the absence of definitive guidelines,

contracting and auditing officials can only be guided by the gen-

eral ASPR provision that costs, to be allowable, must be reason-

able. What is reasonable, however, requires a subjective determi-

nation, and what is reasonable to one person may not be reasonable

to another.

Consequently, we believe that, in order to provide improved

control over bidding and related costs charged to Government con-

tracts, the ASPR should be amended to as clearly as possible define

the types of costs that are allowable and establish guidelines for

determining the extent of allowability. Although DOD and other

Government agencies had recognized the need for revision and for

several years had been studying the problem with the objective of

developing a means to better control not only bidding and related

costs but all types of contractors' independent technical effort,

both DOD and NASA informed us that additional information was re-

quired to enable them to develop revised methods of control. Con-

sequently, DOD plans to make a study to obtain the necessary infor-

mation.

We recognize that the many facets of the bid and proposal

problem deserve intensive consideration before revised procedures

are established. However, we are concerned that, in the meantime,
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contracting and auditing officials will continue to be faced with

the need to interpret ASPR in the areas covered by this report. In

our opinion, the planned study should be expedited.

Recommendation 

We therefore recommend that the Secretary of Defense give the

proposed study of bidding and related costs a high priority and

that he establish goals to ensure the earliest possible completion

of required revisions to the procurement regulations.
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LOCKHEED AIRCRAFT CORPORATION
13,ROAN,. CALIFORNIA

September 26, 1966

Mr. Harold Rubin
Associate Director
U. S. General Accounting Office
Defense Accounting and Auditing Division
Washington, D. C. 20548

Dear Mr. Rubin:

In your letter of August 29, 1966, you requested comments on an
enclosed draft of a report to the Congress on a review of bidding and related
costs charged to Government contracts at Lockheed Missiles & Space Company.
We appreciate the opportunity to offer comments and have carefully reviewed
the matters discussed in the report.

The report and the accompanying letter to the Secretary of Defense
conclude that procurement regulations should be amended to more clearly
define and limit the types of bidding and related costs which will be con-
sidered allowable under Government contracts and that pending such amendment
interim guidance should be furnished to Government audit and contract per-
sonnel. The factual material included in the report regarding particular
proposal efforts and expenditures at LMSC dues not support this conclusion
In our opinion. Having in mind the internal controls over bid and proposal
and related costs at LMSC, the manner in which those costs have been in-
curred, and the nature of our overhead negotiations with Government repre-
sentatives, we cannot agree with the statements in the report that the
determinations supporting allowability of most of these costs resulted from
a lack of guidelines in the Armed Services Procurement Regulation (ASPR).

In reviewing these costs, particularly those which have been ques-
tioned by the Government auditors, the Government negotiator has required
the LMSC representatives to substantiate the reasonableness of these costs
in relation to LMSC's bid and proposal activity. In some Instances he did
not fully agree with our conclusions and disallowed portions of the costs,
as noted in the report. While generally the LMSC negotiators did not agree
with his position, in a few cases disallowances were accepted as a compromise
in order to conclude this portion of the negotiation. There was no instance,
however, in which LMSC accepted the disallowances on the basis that the costs
should have been treated as Independent research and development expense and,
in our view, there is no support for the underlying assumption in the draft
report that certain of the costs which have been charged to bid and proposal
should more properly have been charged to IR&D.
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Mr. Rubin

APPENDIX II
Page 2

September 26, 1966

The report emphasizes the "similarity" in technical effort involved

in bid and proposal preparation, and that related to performance of IR&D.

However, the intent and nature of the two types of effort differ. Under bid

and proposal effort only that is accomplished which is necessary to tell the

potential customer what will be done and how it will be accomplished. Inde-

pendent development, on the other hand, generally is directed toward design

and development of a speciiic product; under independent research there is

a broad objective to increase knowledge in science.

In short, we feel that the bid and proposal expenses and related

costs were determined to be allowable, not because of a lack of guidelines,

but because they were, in fact, reasonable and allocable as provided in ASPR.

The negotiation results would not have been changed even though more detailed

guidelines had been included in ASPR unless such guidelines were in the form

of an arbitrary limitation on the allowability of such costs. A limitation

in the form of a negotiated ceiling on allowable bid and proposal costs

would be inappropriate because these expenses are incurred in response to

the Government's requirements. In the highly competitive environment which

now exists in the aerospace industry, contractors must respond vigorously

and effectively to the Government's anticipated requirements. Even without

a dollar ceiling there are built-in limitations which force contractors to

equate the effort and expense involved in preparing a proposal with their

chances of winning a contract. First, there are limits to the number of

qualified technical people who can devote their time to the preparation of

proposals and can be assigned to any resulting contracts. Second, and more

severe, is the over-all necessity for rigid cost control which is made man-

datory by the extensive use of incentive and fixed-price contracts. Regard-

less of whether particular costs are allowable, these contracts by providi
ng

contractors with greater returns for reducing costs of performance and

penalties if costs are increased have strongly reinforced the cost dis
ci-

plines imposed by Company management.

Although it is not explicit in its recommendations on the subject,

the draft report by implication suggests that cost limitations should 
include

a provision that bid and proposal costs will be allowable only to 
the extent

that such costs are incurred after the receipt of a Request for Pr
oposal (RFP)

and before the submission of a proposal. While the report states that the

primary concern is with "types oi effort included in bid a
nd proposal expense",

the substance of the report indicates that the basic objec
tion is not with

the type of effort involved but the period in which the 
effort was expended

in relation to the issuance of an RFP or the submission 
of a proposal. From

a review of the various cost figures shown in the repo
rt it appears that the

$1,936,000. of 1962 costs referred to as "not clearly 
within a reasonable

interpretation of the ASPR definition of bidding costs, 
or not clearly neces-

sary to support the contractor's bids and proposals" i
s comprised of $1,422,000.

in costs incurred prior to the release of an RFP and 
$514,000. of costs in-

curred after submission of proposals. We can only conclude that it is pri-

marily the period in which the costs were incurred
, rather than the nature

of the costs, which has caused your staff to quest
ion. them.
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Mr. Rubin September 26, 1966

If our inference is correct, namely, that the report is intended
to support a limitation on all,‘Ability of costs to those costs incurred
after receipt of an RFP and prior to submission of a proposal, we most
strongly disagree with this . ,q1,1usion. It has become almost a truism that
s. firm has a minimal chance of successfully competing for a Government contract
unless it has directed signiiicant preliminary efforts toward responding to
an anticipated Government requirement before the RFP has been received. The
Government directly benefits from this preliminary work in the enhanced
quality of the proposals it receives. In fact, the emphasis by the Govern-
ment on increased competition, more realistic pricing, more completely
defined requirements, and a higher level of sophistication in systems manage-
ment, has made preproposal preparation a virtual. necessity on the more com-
plex programs. This would also militate against the submission of unsolicited
proposals, which are a vital factor in channeling the innovative capabilities
of industry toward meeting the Government's needs.

The validity of proposal expense as an allowable cost is not les-
sened in those situations where no proposal is actually submitted to the
Government because anticipated Government requirements do not materialize,
or the Company's competitive position is determined to be poor. At LMSC
the decisions not to submit proposals, even after substantial preliminary
effort has been expended, reflect the fact that proposal effort is closely
monitored by management. If either changing requirements or changed appraisal
of the Company's ability to compete effectively for a program indicates that
the proposal probably will be unsuccessful, work on the proposal is discon-
tinued. The draft report seems to suggest that bidding costs should not be
allowed unless a proposal is actually submitted. From the Government's
standpoint, this would be unwise since it would penalize a contractor by
disallowing costs already incurred when, in the exercise of reasonable judg-
ment, the contractor had determined that it would be uneconomic and not in
the Government's interests to continue its proposal effort on a particular
program.

Even when a particular proposal effort is concluded without sub-
mission of a proposal, the data developed may prove useful subsequently on
other proposals. The advanced Agena proposal study resulted in data which
was used in a number of proposals and resulted in contract awards or contract
modifications. At the present time the Air Force is considering a signifi-
cant program based on an LMSC proposal which incorporated a substantial
amount of data developed during the Agena study referred to in the report.
The insight developed in the Eurospace study, referred to on pages 17 and
18, was useful in developing proposals on the German National Scientific
Satellite Program (625A-1 program) and Highly Elliptical Orbiting Satellite
Program (H503). As a result of the latter proposal, LMSC received a subcon-
tract under the prime contract issued by the European Space Research Organi-
zation (ESRO), which has a cooperative agreement with the U.S. Government
for launching of the satellite. The costs of the Eurospace study clearly
were allowable as a reasonable expense necessary to LMEC's business efforts.
In no way could these costs be classified as IR&D.
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The report also questions the allowability of costs incurred after
certain proposals have been submitted which LMSC in recent years has desig-
nated "contract capability costs". As your staff was advised at LMSC, these
costs are incurred on a selective basis with high level management approval
for the purpose of maintaining intact the key capabilities represented by
the team which prepared the proposal and sustaining a degree of continuity
of effort during the period In which the Government is evaluating the pro-
posal. This is necessary in order to insure that we can give timely and
effective performance if a contract is awarded by having immediately avail-
able the high level of technical_ and managerial teamwork which is required.

The report refers to several situations in which LMSC incurred
costs after it had been notified that the contract had been awarded to

another company. Work on the proposals was continued in these cases because

it was determined by LMSC management that, despite the award of the initial

contract to another company, there were substantial possibilities that LMSC

might, through continuation of its efforts, secure contracts to be awarded

in the next phase of the procurement. On major programs the value of the

follow-on procurement is generally vastly greater than the value of the con-

tract awarded as a result of the initial competition. This may well make

it highly worthwhile to a contractor to continue work on a proposal looking

toward the follow-on contracts even after the award of the initial contract

has been made to another firm. This allows the Government the opportunity

to take advantage of alternate approaches which may result from the con-

tinued proposal activity.

LMSC's intent to compete for substantial follow-on hardware con-

tracts was the reason for continuing proposal effort after notice of award

to other firms on both the Titan II Upper Stage discussed on page 21 of the

report, and the Nova Vehicle System Study referred to on pages 26 and 27.

In both cases the proposal efforts were discontinued when it was determined

that the prospect of securing such contracts was not favorable.

Similarly, the down-stream potential was the factor which persuaded

LMSC management to complete the proposal for the Synchronous Orbit Military

Communications System after LMSC had been advised that funds were not then

available for contract coverage. It is worth noting that the data developed

in 1962 for this proposal was used extensively in preparation of the proposal

for the Advanced Defense Satellite Communication Program in 1965.

The proposal on the spacecraft bus for a lunar logistics system

illustrates how meaningless it is to compare proposal costs with the value

of the initial contract, as is done on page 20 of the report. There, LMSC's

direct proposal costs of about $171,000. (plus a GAO-estimated overhead

factor of $108,700.) are compared with the successful bidder's proposed con-

tract costs of about $177,000. LMSC's proposal costs are placed in more

meaningful perspective by comparing them to the total anticipated cost of

$500 million for the development effort to be covered by subsequent contract
s.
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With this potential in mind LMSC continued its study even after award to
another company and subsequentLy made a technical presentation to NASA, but
then discontinued its effortn it was determined that the prospect of
securing contracts was not good. in my opinion the Government's as well as
contractors' interests would be poorly ,erved if the proposals prepared by
potential contractors did not reflect an appreciation of the magnitude and
complexity of the particular over-all program planned by the Government.

For the reasons mentioned, our review does not sustain the conclu-
sion that the costs discussed in the report were not necessary to support
LMOC's bids and proposals and were therefore not reasonable. It is true,
as observed in the report, that determinations as to reasonableness require
a degree of subjective judgment but this, by itself, does not indicate that
additional guidance is required. In fact, considering the DOD study directed
toward comprehensive ASPR treatment of costs of contractor's independent
technical effort, the development of interim guidance would be abortive and
unnecessary. If, despite this, interim instructions are to be issued, I
would strongly urge that they be in the form of a fully coordinated amendment
to the ASPI1 rather than being issued as internal instructions. To the extent
that additional guidelines would be directed toward limiting allowability of
costs which would otherwise have been allowable under AOPR they would adversely
affect substantive rights of contractors under their contracts. This, on the
face of it, would represent interference with the integrity of contracts and
might well be of doubtful legality.

Our corporate staff and LMSC management will be available for
further discussions if you feel that this would be helpful.

Copies of this letter are being forwarded to the Office of the
Assistant Secretary of Defense (I&L), and to the National Aeronautics and
Space Administration.

truly yours,

-

D. J. Houghton
President
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE

WASHINGTON, D. C. 20301

INSTALLATIONS AND LOGISTICS

CA
NOV 14 1966

Mr. Harold H. Rubin

Associate Director of

Research and Development

General Accounting Office

Washington, D. C. 20548

Dear Mr. Rubin:

APPENDIX 111

Page 1

This is in response to your letter of August 29, 1966 to the Secretary

of Defense requesting comments on your draft report on Review of

Bidding and Related Costs Charged to Government Contracts, Depart-

ment of Defense and National Aeronautics and Space Administration

(NASA), (OSD Case #2517).

Your report is concerned with the need for improving control over the

amount of contractors' bidding and other technical effort costs absorbed

by the government. The report is predicated principally on a review of

bidding and related effort costs incurred at Lockheed Missiles and Space

Company. Your review disclosed bidding expenditures which you be
lieve

are not clearly reasonable under ASPR or are not necessary to support

contractors' proposal effort. A major part of the reviewed and q
uestioned

costs represented technical effort which you believe were more prop
erly

charged to independent research and development (IR&D) expense
.

You conclude that ASPR does not provide sufficient guidance, at t
he present

time, and, as a consequence, the allowance of bid and proposal (B&
P) costs

may be subject to different interpretations by contracting and 
auditing officials.

Your report recommends, pending satisfactory amendment of pr
ocurement

regulations, that the Secretary of Defense ar ci the Administrat
or of NASA:

(1) provide auditing and contracting officials with interim guidanc
e for en-

s:Iring protection of the government's interest in considering t
he allowability

of costs of the types discussed in the report, and (2) consider
 the matters

discussed in the report in the proposed ASPR amendment so 
as to control

and limit charges to government contracts for all types of 
contractors'

independent technical efforts.
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The Department of Defense has been considering an arrangement whereby
(IR&D) and (B&P) technical effort would be combined. Though this approach
has merit, it has been determined that on balance it is not an acceptable
solution. Therefore, the Department of Defense proposes to continue the
current practice of maintaining separate cost principles for (IR&D) and
(B&P) costs. Although there have been some difficulties in actual inter-
pretation, it is not clear that these have had any widespread effect on cost
allowance. There have been major changes in the past five years in our
methods of initiating major programs which have undoubtedly contributed
to the increase in both IR&D and B&P costs. At this time the cause and
effect relationships are not clear.

Although selective controls have been used by means of advance agreements
for IR&D costs, it is not clear that the same type of control or any "control",
as such, will be appropriate for B&P. There is a need, of course, for ef-
fective management of this area. Before an appropriate remedy can be
developed, a better understanding of the nature of B&P expense is considered
necessary.

Therefore, it is planned to study the nature of B&P more thoroughly after
which time methods for dealing with this cost will be adopted which will
provide the necessary visibility and discipline without lessening the con-
tractors' ability to respond to requests placed upon them by the Department.
Pending completion of this effort, it is planned to continue the present pro-
cedure of managing the IR&D effort through selective use of advance agree-
ments.

In view of the lack of clarity in the B&P area, and in view of other unanswered
questions, such as the impact of Defense sponsored procedures on cost incur-
rence, we are not prepared to issue interim guidance at this time.

We appreciate the opportunity of commenting on your report.

Sincerely yours,

J. . MALLO
eputy As sista Secretary
of Defense (Procurement)
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NATIONAL AERONAUTICS AND SPACE ADMINISTRATION
WASHINr,Jpn fl C ?nu; 

NOV 23 1966

Mr. Morton E. Henig
Supervisory Accountant
General Accounting Office

NASA Assignment, CAAD

Washington, D.C. 20548

Dear Mr. Henig:

In Mr. Parker's letter of August 29, 1966, to Mr. Webb, comments were

requested on the GAO preliminary draft of a report to the Congress

entitled "Review of Bidding and Related Costs Charged to Government

Contracts."

The report concludes that there is a need to improve controls over

the amount of contractor's bidding and other technical effort costs

absorbed by the Government, and makes two recommendations: that the

matters discussed in the report be considered in amending the procure-

ment regulations and that, pending such amendments, NASA and the DOD

provide interim guidance to auditing and contracting officials to

ensure protection of the Government's interest in considering the

allowability of costs of the types discussed in the report.

In recent years, the volume of contracting for research and devel
opment

has increased. This has resulted, of courbe, in greater contractor

expenditures for bid and proposal preparation, independent res
earch and

development, and other nonsponsored technical effort In the se
eking of

new Government research and development business. Research and develop-

ment expense at or prior to the bid and proposal stage has 
become a

contractor expense necessary to maintenance of a contractor
's competitive

position as well as to maintenance of an industry capabi
lity or resource

vital to the Government.

While individual advance understandings regarding 
contractor independent

technical effort have met with difficulties and, 
admittedly, are not a

final answer to the general problem, they are veh
icles which will

generate a feedback of information helpful to our
 continuing studies.

Specifically, they should provide data upon which we
 can rely in

deciding what kinds of controls prove moat workab
le in meeting our

objectives.

42-060 0 - 70 - 11.
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APPENDIX IV
Page 2

To develop a larger experience bae, we plan to discuss with the DOD
the mattcr or making someuhat ;reater use of advance understandin,;s
than Ye neve in the past. In order to avoid discrimination between
contractors, it icy be that we will identify an industry iirouping and
attempt to negotiate understandings on a comparable basis with the
lar; er contractors within that grouping.

,Ovapee re;reeme,ts cone(enin tic totality O.: a contractor's inde,lendent
cecuetcri eLfert do not edpear to be P solution zo the overall problem
beraus, of the administrative burden they prerent and because of the
difficulty in attaining comparable relults with all contractors in a
competitive nrer. In addition, tney lv.ve objection fro., eon-
tractors because they force them to predict toe volume and character
oe Luture Government requests for proposals. The contention is made
that the prediction must be made without edeqeate information being
iurnished contractors. Government people also point out that any
arbitrary restriction on contractor nonsponsorcd technical effort
limits the capability of industry to respond competitively to a
Government requirement.

Existing cost principles provide for a distinction between bid and
proposal expense (includine the development of engineering data and
cost data neccsfe te .itiort bids or proposals) and independent
research and deveiopent ceepense. We are aware that this distinction
has become blurred and have been studying the problem. A possible
answer is the combining of bid and proposal and independent research
and development ex,enstei (together with all other nonsponsored con-
tractor technical el:tort) into one accou:It with a ,Angle control
established over it, elltnough this approach has the virtue of
simplicity and solves the definitional problem, it requires that a
single control which is equitable to industry in general and to a
particular contractor and in the interest of the Government be
identified. A practical control of this nature has not as yet been
devised.

It would be fair to state at this point that wc do not feel we yet
know the extent to which tiedlter control of bid and proposal expense
is in the interests of the Government or the technique of control
which would be appropriate to implement such further limitation as
might be decided upon. It is for this reason that we feel that the
issuance of interim guidance at this particular time would not be
feasible.

We would be pleased to cone ider any sugeeetions you may offer to assist
ie resolution of tLia problem.

Sincerely yours,

/e.e4.4edc.k
Bernard eforite";

Deputy Assistent Admini trator
lor Industry Afiairs



APPENDIX III

REPORT ON STUDY OF INDEPENDENT

RESEARCH AND PEVELOIMM AND

OTHER RELAT:lD TEC;INICAL EF2ORT

U. S. Army Audit Agency
New York District
Date of Tee.nence: 16 April 1)6:',
Audit Repe,vt No. Yr 65-1366

PART I 

INTRODUCTION

The rapid advances which continue to be made in military weaponry

and space technology can be attributed in major part to the Government's

increasing sponsorship of and participation in research and development.

More than $15 billion shall have been spent by the Government for

research and development in FY 1965. In comparison, only $2 billion

was spent in FY 1952 and less than $.1 billion in FY 1940.

The military departments are also participating to the extent of

approximately $1 billion annually in defense contractor's current

expenditures for independent (unsponsored) research and development and

similar technical effort. There_haa_htn a marked upward trend in such

expenditures duxins, the taast_s_eatral Attars -- most markeuiy since 1959

whenb: and develoement costs 

iader and more positive acceptance for allocation to defense 

We considered it both necessary and timely to undertake an audit

in depth of independent research and development at a representative

number of major defense contractors. Il.c...a101,t. up_upal
julro04e ,h- nf ,h- —ffixf_pary a the _Governmencrs

procedures and controls for proteetinen-

dent research and d v lo ment -ro rens to which it was ploviding

subetantial financial support an ii tir I mom-
of such provalas,in censideratien of both the Government's

and their interests.

(2653)
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PART II 

SUMMARY OF CONDITIONS 

This report sets forth the results of eudit of the financial im-
lications of the administration of independent research and development
and other related technical effort expenses at 19 individual defense
contractors involving 28 individual corporate divisions or plants, all
under the audit cognizance of the U. S. Army Audit Agency.

I The _effe-oeiveness of _the financial _aeledmlstratinn _n_f eh, Government's
;R&D Draeran is di.,411Lult to determine, Normally this measurement might
have been determined by the results achieved in terms of new products,
patents, processes, etc. resulting directly from this effort. However,

1 

this type of measurement, often referred to as Lhe "cost-benefit ratio" 
cannot readily be applied to the results of independent research and
cilz.9.12aaL)1 in the 21.I1e2 of missile and aerospace .exolosation si-loe _tie ,
re7sTiTti-Z7-7777-717771s concern ihemselv_es with _ish,a,&_. theories__ en.n.-

ts .. • a a el. - However, since modern
defense demands on our resources in terms of both money and manpower are
unparalleled and recognizing that our resources are not limitless, there
has to be a means of determining the programs most deserving of Government

( 

support. certainly, administrative procedures which do not ermit the
accumulation of IR&D costs, and the establishment 01 eriect ve ollar 

rations so that the Government's exposure to this expense catel
not continually increase in an uncontroITd manner, are not dTiTT--

able, and therefore require some constructive corrective

not- d in may  it-16Am
1?road areas  caused b lack at carit and/or 
upie itv of th existiqF Armed Services Procurement RegulaElons s ,

used b the absence of ade uate im lementa-
cion of the existinF procedures •y procurement personne w en ego is in
IR&D agreements. he following %I ibparagraphs srrize the conditions
which are set forth Iii7Ze 

A. For the Assistant Secretary of the Army (I&L)

1. Interminelin-o_f_IndvPendent Research and Develoiment  (IR&O)
with Biddin a. • 'mesa ,o (Page 5)

efforts are bein
costs such as bid and proposal, conceptudl studies, contract support, 
gi, Thus) when the Government enters into advance IR&D agreements with
cost sharing and/or cefling limttetfons, proper control and administra-
tion are severely hampered. Contractors are charging costs for certain
technical efforts which are similar to the ASPR definition of IR&D, to
other classifications end recovering them by overhead allocations to all
work. It is their contention that those technical efforts which were not
identified as IR&D in the negotiaticiff advance agreements are allow-

of contractors IR&D
• •114 • • •

•

• • • MIR*.
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able costs under other ASPR provisions. The applicable ASPR provisions
that separate the sdveral areas of independent technical effort by def-
inition are difficult to implement in practice. ca,aatta- paece---A by

POD and others, have indicated that she NLario_tas types of independent
techni=effeoret_s_r_e so similar that sciaa_r_ate ideatiLication_das_almorat a 
matter of opinion. We believe that this problem can be resolved by
making certain AsrR revisions and. issuing new procedUril instructions.

2. Allocating Indirect Costs to the IRO Eiforc (Page 18)

Contractors, contracting officers and auditors have not
been in agreement on the need for allocating indirect and administrative
costs to IR&D efforts, Contractors have generally not been burdening
IR&D although research and development efforts under sponsored contracts
have been burdened. The position generally taken for this apparent in-
consistency has been that IR&D is an indirect function and therefor
overhead should not be applied to overhead. Contracting officers have
taken varying positions on this matter since different interpretations
of the applicable provision concerning burdening (ASPR 15-205.35(f)) may
be made. It has generally been the contention of the three military
audit services that acceptable cost accounting practices required that
both sponsored and independent research and development efforts bear
their allocable share of indirect expenses. This contention has been
supported by the Comptroller General and recognized accounting author-

ities.

We believe that this problem should be brought to the atten-

tion of the ASPR Committee With the request that the cited ASPR provision

be appropriately clarified or revised.

B. For the Commanding General, U. S. Army Materiel Command

1. Actions of Armed Services Research Specialists Coamittee

(ASRSC) (Page 23),

Our audit disclosed that the technical personnel on the

ASRSC who evaluate and rate contractors' proposed IR&D efforts (brochures)

as an aid in negotiating advance agreements, are not performing in a

manner which fully utilizes the advantages of a joint endeavor. Specifi-

cally, the members of the three services were performing their evalua-

tions independently and ware net exchanging their knowledge and experi-

ences. The rating methods used are net consistent and the procurement

officials are not instructed in the meaning of the ratings in relation

to the technical and cost aspects of programs. The contents of the

contractors' brochures were not maintained in a manner which would serve

as a record of the types of research effort the Government is supporting.

We believe that the members of the ASRSC should ,function

as a group with a complete interchange of knowledge and experiences. In

eddifibn,. Ole committee should establish a uniform rating system and a

centralized procedure, for correlating and maintaining a record of all
Government supported independent research and development programs.
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2. Need for Timely Negotiation of IR&D Advance Agreements and
Cost Sharing Arrangements (Page 29)

In our examination of contractors who received substantial
Government support of IR&D efforts, we found cases where there were no
advance agreements. In other cases, advance agreements had been negoti-
ated without cost-sharing limitations or had been negotiated both during,
and after, the period covered. The ASP a considers advance IR&D agree-
ments to be particularly important and also emphasizes the desirability
of having cost-sharing arrangements. Delayed, and more particularly,
after-the-fact agreements lose the advantage inherent in advance under-
standings, of minimizing potential disagreements as to reasonableness
and allowability of costs.

3. Advance IR&D Agreements (Page 33)

The performance of many contractors under advance IR&D
agreements deviated significantly from their proposals concerning
pi=bjects, cost andassignment of key personnel. The negotiated advance
agreements did not contain any provisions committing contractors to
perform in accordance with their proposed plans. Although such plans
had been used as the bases for negotiations, and had been subjected to
intensive technical reviews and evaluations, the IR&D agreements did not
provide for Government approval of major deviations from proposed plans.

Draft statements of the conditions and suggested corrective
actions contained in Parts III and IV were submitted to the Office of
the Assistant Secret:,ry of the Army (I&L) and the Commending General,
U. S. Army Materiel Command respectively, with a request for comment.
These comments, either in summary or verbatim, are included after the

,suggested corrective action for each condition. In addition, these
drafts were also submitted to the Department of the Army, Office, Chief
Research and Development, which comments are likewise included.
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PART III

STATEMENT OF CONDITION AND SUGGESTED CORRECTIVE ACTION 

FOR TEE ASSISTANT SECRETARY OF THE ARMY (I&L)

A. INTERMINGLING OF INDEPENDENT RESEARCH AND DEVELOPMENT WITH BIDDING
AND PROPOSAL AND OTHER TECHNICAL EFFORT COSTS

SUMMARY OF CONDITION

overnme I relative to
its reimbursement of contractors' independent research and development
costs (IR&D), thaa. rw, ss Sscsuentiv exceeded because the an-

plicable procurement rIpulations that attempt Lot separate the several 

areas of technTEI—iffOrt *y se inition are difficult tgalwalompnt in 

a)ractice. In fact, studies performed in this area by a DOD, IRO
Steering Group and others have indicated that the various types of
technical effort are so similar that separate identification is almost

a matter of opinion. Further, even—the differences between the broad

sema-Ofresearch as contrasted with development effort, although mean-
ingful, ai-e- difficult to identify and segregate. Accordingly, lialgAs.

the Government entersinto IR&D advanc aer..mpnts with cost sharin;

and ceiling limitations, pro*er control and implementation are sex.excl
to

effort to  such as "laiddin‘caand p_ropoLar ex-

penses— "COnOleal—iI-Oies", "contract support", btechnical—Tervices 
anlikeerinc:". "ovoduct imuovementut etc. Such costs are recovered by

overhead allocations to all work under the contention that costs not

identified as IR&D were excluded from the advance agreements

•

BACKGROUND INFORMATION

With the advent of Change 50 to the Armed Services Procurement

Regulations (ASPR), dated November 1959, which allowed IR&D as a normal

contractor cost of doing buslness, the Department of Defense (DOD) was

charged with the responsibility of establishing procedures in connection

with that portion of the regulation dealing with advance agreements.

Specifically, paragraph (h), ASPR 15-205.35 provides, in pPrt, that

when desirable, and to provide the ccntractor With motivation to ac-

complish the 'R&D pro3ram in a more efficient manner, the Government

should attempt to bear less than its allocable share of these programs

by negotiating advance cost-sharing agreements. Further, this same

ASPR reference, entitled "Research and Development Costs" defines (i)

basic research and applied research, (ii) development, and

dependent research (IR) and independent develov.ent (ID) collectively

and individually, and the basis upon which IR and ID should be allocated.

Subsequently, additional guidance to this ASPR provision was

issued in the form of DOD Instruction 4105.52, dated 28 June 1960,

entitled, "Uniform Negotiation for ReiOursement of Independent Research

•
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and Development Costs." The purpose of this instruction was to (i) pro-vide a method for the joint negotiation of a reasonable and uniform IR&Dcost allowance; (ii) establish the Armed Services Research SpecialistsCommittee, which, upon request, would review and assure that contractorshave made proper segregation between their independent research and theirindependent development programs, and report to the sponsoring militarydepartments their determinations concerning the scientific and technicalfactor which would influence the extent to which the Government shouldsupport these programs; and (iii) provide for the assignment of responsi-bility to a single military department to act as the sponsoring depart-
ment in the conduct of joint negotiations on the allowability of a con-tractor's independent research and development costs.

The same ASPR change that provided for the acceptability of IR&Dalso considered bidding costs as allowable, subject to the test of reason-ableness and equitability# Paragraph 15-205.3, Bidding Costs, defines
this category as the costs of preparing bids or proposals on potential
Government and non-Government contracts or projects, including the
development of engineering data and cost data necessary to support the
contractor's bids or proposals.

Appendfx B of this report contains the applicable ASPR Section
XV provisions pertaining to independent technical effort costs.

Notwithstanding the amount of guidance contained in the ASPR,
the nenartment of mpfanso (DOD) has viewed with c  ncern'the continuova
ncrease ••

cateaor these techrescal effort costs
the Assistant Secretary o De ense n-

stallations and Logistics), in a memorandum to the Materiel Secretaries
for each of the Military Services, requested that a task group be 
established to introduce procedures to effectively control the con-
tractors' IR&D programs. This memorandum specifically stated that one
of the ob ectiv -
tighten t e controls over _1134D cost allceaences, "...to assure that the 
Government's exposure to thi exr, ease in
an unc r e manner.

Finally, in connection with the provisions of ASPR 15-205.35
and DOD Instruction 4105.52, the Departnent of the Army issued Army
Procurement Procedure 3-850 which was subsequently revised by Department
of the Army Circular 715-2-28, dated 25 October 1963. This latter
directive provided a procedure whereby the contracting officer would
receive evaluations from the Armed Services Research Specialists and
from the auditors before negotiating an advance agreement. It provided
that contractors seeking support of their IR&D efforts are required to
submit, for review and evaluation by the Armed Services Research
Specialists, a brochure which described the areas of effort they
intended to pursue together with the estimated costs thereof. Addition-
ally, this directive provided for audit input consisting of a review
of the (i) reliability of contractor's estimating and coating procedures;
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(ii) methods used in identifying, segregating, and allocating costs of

independent research and independent development programs; (iii) accept-

ability or nonacceptability of costs within the criteria of ASPR

15-205.35; and (iv) other observations to provide the cognizant pur-

chasing office with cost guidance.

STATEMENT OF CONDITION

•ur audits disclesed that technical effort costs ap•licable to

R&D axe inter,ln2led with _at •r Imes 0 tichn)cal e ort. inc • 

tid and a.roDo_a_l_c_ut_s- This situ.,tical is _siilnificant when there is an 

Ai,lvance IR&D a reement with cost Sharing and ceilin restrictions since

the effect these costs neeates the intended limitation

over the Goy_exnmant's participation in the contractor's IR&D program.

Our audits also disclosed that when, advance agreements are contemplated,

contracting officers have only been requesting a technical evaluation

of the contractor's brochure of proposed projects; they have rarely

requested military auditors to evaluate the contractor's accounting

procedures relative to the technical effort reflected in the brochure.

Further, during this audit we have ascertained that the other military

procurement services have not issued instructions similar or comparable

to those contained in the aforementioned Department of the Army Circular.

While this circular is applicable to those contractors assigned to the

Department of the Army for the negotiation of IR&D advance agreements,

there.are numerous Army ccntracts, involving significant dollar amounts,

assigned to contractors whose advance agreements are negotiated by pro
-

curement representatives of the Navy and Air Forces

The exaar_lhere , are presented under r(l o cate;:ories, (1)

those where plimisefforr costs which to f n Sent_r_e-

search and/or iii,Jadent devels)2Iraent in naturp wore classified by 

tractors as biddinsarid_niaeosal exoensesi and (2) those technical 

gffort costs which similarly lon_cilx_to be in&Tondent research and/or
 

indepcndrdt hi -ibfeb era chartc to account clrsificatious

i,uvach conceptual_ stuAles- contract auanart. techn,cal scrvJce,, 
,

o,aen,t ir -t:c w Tn connect4,on with the first cte-

g.. where the Lial,a_ncton_i.2a,a rrincaincd and avzilahle, we ascertained

relationship the contrc!='s
A H1u.strrtci at one coattor the

10.d and p_roP_oaLl exio Inc si 1961 to 1963 while

the sales volume durini: this period. incv,Ised only 16 f.er 

Additionally, this cam:. contractor projected, for 1964 a figure in
 excess

of 50 per cent over the 1963 figure, while forecastins a d
ecrease in

sales volume for the some period. The examples set forth in subparagraph

"a", below, illustrate how the intent of the advance agreement
s is cir-

cumvented when contractors charge costs of an IR&D nature 
to bidding and

proposal expenses. Sn'.2aragraph "b" below, presents exemples where the

contractors freglo.entize whet slvenrs to be independent research an
d

developnee,t, to other technicra support type expense categ
ories. It
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should be noted that the contractor is reimbursed for bid and proposal
and other technical support type expenses through normal indirect expense
allocations.

a.
with

costs were cor

(1) Our analysis of a contractor's recorded bidding
expenses for a ten month period showed the following:

1

Unsolicited bids $ 376,000

Formally solicited bids 445,000

Verbal solicitation 90,000

Miscellaneous and non-bid type 172 000

Total Lle_083 ooq

Of the $1,083,000 detailed above, approximately $400,000
represented research and development type work. For example, in the un-
solicited bids category, the coneractor included expenditures of approxi-
mately $190,000 for the design, fabrication and engineering tests in the
development of a new type of command-reconnaissance vehicle. The project
was started with a cost authorization of $10,000 for preparing a propoaal
to the Army Tank Automotive CoLmand and supplemental authorization in-
creased the costs to $190,000. Substantial portions of the projects
charged to formal and verbal solicitations represented effort also re-
lated to unsponsored research and development work. One project, for
example, was for the development of a new concept and design for an
armored personnel carrier, including the production of scale and mock-up
models at a cost of $104,000. The miscellaneous and non-bid type costs
of $172,000 represented costs for sUch items as brochures, films,
conentions, etc. which were not related to either bidding, proposal or
research and development -projects.

(2) The review of bidding costs at a contractor whose work
was totally for the Government, and who also had an IR&D advance agree-
ment with a ceiling limitation, disclosed several instances of basic
experimental projects being charged to bidding expenses instead of IR&D.
Generally, these projects involved development of information which
eventually resulted in unsolicited bid proposals. One of the more recent
projects for example, involved the extraction of water from rocks, a
technique being considered for use on the moon in the production of rocket
fuel. This effort resulted in an unsolicited proposal submitted to
National Aeronautics and Space Administretion. This contractor also
included in his overhead accounts the costs of three projects which in-
volved preliminary investigations into the possibility of using a cceeaaaad
guidance system for the initial position of a relatively long range
trajectory. We feel, that this effort should have been charged to IRO.
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However, since the contractor's IR&D costs had already reached the
ceiling limitation, had the cost of this effort been included in IR&D,
the amount would have been unallowable as an excess over ceiling.

b. T,Ill.S.9.11owina examales_illus_trate_situationsewliere the
contractor established other account classifications outside of IRA
st.lthough_the co,ers_ Innnrreti  of Ole_ research and development 

(1) Due to the technical and scientific nature of the
functions, it is difficult to distinguish between the ASPR definition
of independent development (ID) and the definition used by the con-
tractor for functions called contract support engineering. The con-
tractor submitted in his brochure for negotiating an advance agreement
with the Government, $2.5 million for 1961 and 1962 and $4.7 million
for 1963 as its estimated ID program for those years instead of sub-
mitting $6.8 million, $8.1 million .and $7.2 million, respectively, which
included contract support engineering. This classification of ID costs
resulted in the presentation of inccmplete data to Government evaluation
and negotiation personnel. It also presented the contractor with the
opportunity to recover the difference, which was classified as, "contract
support engineering" against Government fixed price contracts by appli-
cation of a separate contract support rate to manufacturing costs. The
contractor's definitions for the functions performed under the category
called "contract support engineering" were inconsistent and contradictory.
For example, one definition the contractor used for contract support was
similar to the definition of applied research in Asra 15-205.35. At our
request, Government technical representatives were asked to evaluate the
propriety of the contractor's definitions. On the basis of selective
tests, they informed us that the contractor's definitions of ID and
contract support engineering were both for types of engineering activity
covered by ASPR 15-205.35(b) which defined development costs. Thus, any
cost-sharing arrangements and/or ceiling established on this contractor's
proposed ID efforts would be based on only partial information and, in
effect, the largest portion of the contractor's ID which was being
charged to contract engineering support and other cost categories, was
being allocated to Government contracts without any technical evaluation
of the merits of the program end its desirability and need from a
Government point of view.

(2) At a major space contractor whose workload was prac-

tically 100 per cent Government, we found that the largest part ($2.4

million out of $4.3 million for 1963) of its unsponsored efforts were

included in other cost classifications such as, "Conceptual Studies,"

"Sales Proposals," "Technical Operations," etc. Based on a review of

the contractor's definitions of the other unsponsored engineering cate-

gories and the examinaticn of the programs and tasks involved, we are

of the opinion that they are within or are closely related to the ASPR

definitions of IR&D. Yet these programs were not submitted to the

Government for review and evaluation even though the costs were allocated

to Government contracts. It wes further noted that ac trend of Coats
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for this unsponsored engineering effort was steadily increasing although
not necessarily in relation to the contractor's sales. This is illus-
trated in the following tabulation regarding the category "Conceptual
Studies".

Calendar Years
1960 1961 1962 1963

(Expressed in thousands)

Conceptual Studies _ 377,3  947.8 $ 704.6aaes==

Net Sales 1326 090.9 l242t327.2 234,895,0 1981.4

The upward spiral of these costs which are not subject to the regulatory
controls and guidelines specified for IR&D (i.e., inclusion and sub-
mission of brochures, ceiling limitations, cost-sharing) further em-
phasizes the need for Government review and evaluation of such unspon-
sored technical effort which is ultimately allocated to Government
contracts.

(3) At another plant where there was an advance IR&D
agreement, the contractor maintained a number of accounts called "mar-
keting", "bid proposal", and "sales engineering". During 1962 and 1963,
the contractor incurred $458,400 and $120,600, respectively for such
costs, and although the functions performed were similar to IR&D, he
claimed reimbursement as new business costs. Moreover, had these costs
been properly charged to IR&D, the ceiling limitation would have bean
exceeded by these exact amounts and the contractor would have had to
absorb the total of these coats. However, by including these costs as
new business items, the costs were absorbed by Government contracts
through overhead allocations. In addition, our audit disclosed that as
the calendar year progressed, and as expenditures charged to IR&D
approached the ceiling limitation, charges to IR&D decreased while
charges to proposals and sales engineering increased. This was partic-
ularly evident in the case of one IR&D project for which labor charges
were budgeted at $8,300 a month for the last quarter of calendar year
1963. Actual labor charges showed $9,500 for October and November, but
only $3,700 for December. This same project was scheduled for continu-
ation in 1964, with monthly estimated labor costs averaging $12,000.
We also noticed at least one individual who charged time to this IR&D
project in each of the three months prior to December and no time to
proposal work orders during the same period. However, during the month
of December none of this individual's time was charged to IR&D, whereas
a significant amount of time was charged to a proposal work order on a
product which was related to the one being studied on the IR&D project.

It is interesting to note that the ceiling limitations
established in the advanced IR&D agreements had been reached in examples
a(2) and b(3), above, and if these costs were reclassified to their
proper groupings the contractor would have had to absorb the excels of
the established IR&D ceiling limitations. Further, there are other
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effects resulting from the misclassification of what is apparently IR&D

COsts to other account classifications. The more obvious result is that

it distorts the amount of dollar support underwritten by the Government

to the extent that accurate amounts in this arcs cannot be determined.

Accordingly, any Government planning in connection with its support of

IR&D which would be predicated upon past or current amounts would neces-

sarily be based upon incomplete information. Secondly, under current

procurement procedures the Government frequently shares in IR&D costs

identified as othcr than IR&D in the contractor's records. Hovever,

when the contractor submits a brochure in connection with an advance IR&D

agreement, he does not include this type of technical effort. Hence,

the Government is precluded from evaluating this effort to determine

whether the programs warrant underwriting, and the extent of such

support.

Department of Defense scientists have stated that the

differences between research and development, although meaningful, are

difficult to identify and to apply in practice-. Similarly, the diff-

erences in the type of technical effort which constitutes formal in-

dependent research and development programs and those efforts charged

to bid proposals, feasibility studies, product improvement studies,

value engineering, and other types of technicalexpense, are equally

difficult to identify. Too frequently the preponderance of costs in

each of the cited groupings, lies near the borderline, and therefore

Government scientific evaluators rely completely on the definitions

established by each contractor relative to the cost accumulations of

these categories. As a result, contractors have contended that they
have been treated differently than their competitors.

SUGGESTED CORRECTIVE ACTION

Dawil iclIrighaiew...adat.i.r. with respects to the problcips

ncount r • • • s ar . • we cate,
ori 

cs. thooe
•• . • cnan • .153M1111:Meral

interim actions to be effected as soon as possible Short Range).

1. LONG RANGE

We recommend that the Assistant Secretary of the Army (I&L),

through his representative on the Armed Services Procurement Regulations

(ASPR) Committee, present the following to the members for their con-

siderationt

a. raialigareel-he rnrnen± ASPR 15-205-35 "Rese  rch and

evelonment Costs". In v'• urrcnt revisions re uires t e
_pparatio_n f re_search from dL-!velopn..ent Costs.and Govern' a-C.I.V1 a 

nd contractgis have Jltated that this task is very difficult. time con-

slizilao and imiliamL_oaLcs onl a ratter of u&-ment. In addition. DO;

NYense Procurpunt Circular 1964,_ has _placed

h a bro ration of develo nent costs th^

then viaab a no loneor significant. Experience



2664

under the current regulation indicates that definitions of IR&D cannever be sufficiently rigid to permit effective management, surveillanceand control over this highly technical area. In MLID.CP of ttlis eeznla7tionL we are re  ommendinz  (See paragraph d(1) below) one ASPR provision ZCIT2) ch would provide that all technical efforts of a contractornot related to contract performance over a certain minimum level snouia be the subiect of an advance agreement.

b. Revise ASPR 15-205.3, "Bidding Costs", to clearly pro-vide for the allowability of only the clerical and administrative costsincurred in the preparation end submission of bids and proposals. Pastexperience under this current regulation indicates that contractors haveinterpreted, "...development of engineering data ...", in such a mannerthat permitted the inclusion of costs of projects and tasks which aresimilar to IR&D. The treatment of significant technical efforts whichmight be required by a contractor to respond to a solicited bid iscovered in our suggested procedural instructions for implementing theaforementioned CITE (See succeeding paragraph d(2)).

c. Eliminate the current ASPR .15-205.21, "Manufacturing
and Production Engineering Costs". Experience under this regulationhas indicated that contractors have interpreted the provisions in a
manner which permitted the charging to this category of coats of pro-
jects and tasks which are similar to IR&D. Examples of the current
provisions which are in this cntegcry are "...Tool design and improve-ment ...", "...materials analysis...", and "...component design...".

d. Institute.Amar.w.cmgaihaslaihialg, under Section XV, ASPR,entitled "Contractor's Indepardent Technical Effort" cCITE). The ensuingsUbparagraplid set forth the suggested provisions of the new ASPR and theprocedural instructions which would implement the regulation.

(1) The ASPR provision would contain the following:

(a) Definition - A .contractor's independent tech-
nicaleffort costs are those costs of all scientific and engineering
work which are not required in the perfomance of any contract or grant.
Such costs include all unsponsored work performed by scientists,
engineers and technicians whether such work be basic research, applied
research, conceptual studies, technical effort in connection with bid
proposals or other endeavor under whatever name in the fields of science
and technology.

(b) A11ewabilit A contractor's independent
technical effort costs are allowable as indirect costs (ASPR 15-203)
subject to the tests of reasonableness and ellocability. In those
instances when CITE advance understanding have been negotiated, the
reasonableness of the amounts accepted will he determined by the limita-
tions of the agreement. When ndvance understandings have not been
negotiated, reasonableness will be determined in accordance with the
general provisions of ASPR 15-201.3 and the specific provisions of
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ASPR 3-1000. (The ASPR Committee is currently studying a concept for
determining the degree of Government control to be exercised over costs
allocable to Government contracts. Their method will utilize a technique
called, Contractor's Weighted Average Share in Sales Backlog (CWAS), and
the results of this study will be incorporated in ASPR 3-1000. A general

description of the concept with regard to its specific applicability to
CITE is expressed in paragraph (2)(e) below.) Therefore, technical effort

costs which (i) exceed the amounts contained in advance understandings,

or (ii) exceed the dollar limitations determined to be reasonable in
accordance with the criteria established elsewhere in the ASPR, or (iii)

were incurred in accounting periods prior to the current period, are

unallowable.

(c) Advance Understandings - Advance understandings,
as described in ASPR 15-107, are particularly important for CITE costs

with respect to those contractors whose work is predominately or sub-

stantially with the Government and those contractors who expect their

CITE costs to exceed amounts previously incurred and accepted by the

Government. When an advance understanding involving a contractor's

independent technical effort costs is contemplated, the reasonableness

and allocability of the contractor's proposed costs in this area will

be evaluated and, based on such evaluation, agreement will be reached

on maximum dollar limitations and cost-sharing, which represent a reason-

able independent technical effort program relevant to the Government's

interests.

(2) To implement the ASPR principles discussed above,

we suggest that a DOD Instruction be issued which would give considera-

tion to the following procedural guidelines:

(a) Each contractor subject to an advance agree-

ment will be placed in a category based on the nature of its business.

In those instances where a contractor's independent technical effort is

performed within a profit center, each of these centers will be placed

in a category closest to its nature of operation. For purposes of this

discussion, a profit center is defined as the smallest organizational

segment of a company for which operations are normally appraised through

the measurement of costs and sales. The objective of grouping each con-

tractor in a category, is to establish basic standards of reasonableness

for each class of contractor before applying additional criteria.

(b) For each category of business, averages will

be established for the total amount of CITE expenses incurred (including

burden), over the last five year period. (This period covers the time

since IR&D had been considered allowable by ASPR). For purposes of

these averages, the commercially-oriented contractor should be included

with the Government-oriented contractor. This average should be

expressed in both a dollar emount and in percent of sales or cost of

sales. In addition, the study will determine the amount of contractor's

CITE costs that were absorbed by the Government. Thus, standards will

be established for the average amounts of CITE costs inrred and the

•
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amounts absorbed by the Government during the period such costs (IR&D)
have been allowable. Classes within each category of business should
also be established since the standards will be shown by dollar amounts
as well as percentages of sales or cost of sales. These standards
should now be used as (i) a guide in determining the necessity for an
advance agreement, (ii) a basis for the application of other criteria
in negotiating a reasonable advance understanding, and (iii) a basic
reasonable criteria in the absence of an advance understanding.

(c) Having established standards for each class,
it is now incumbent upon the Government to apply other criteria to
determine levels of acceptance without an advance understanding, and the
amounts to be considered objectives in negotiating advance agreements
which would be reasonable and equitable to both parties. The criteria
to be considered should include (i) the past results of each contractor's
technical efforts in terms of accomplishment, (ii) the extent of the
contractor's past financial participation in the CITE effort, (iii) the
contractor's anticipated share in the future program and (iv) the maximum
amount established as a result of the average for the business class and
category. (See ensuing discussion of the contractor's weighted average
share in backlog (CWAS)). The use of these criteria as an objective for
negotiating advance agreements is a method of controlling and motivating
contractors to advance the state of the scientific art and to assume a
greater portion of the cost of the technical effort necessary to maintain
a competitive technical capability.

(d) As previously stated, the ASPR Committee is
studying a method of determining the degree of Government control to be
exercised over costs allocable to Government contracts. This 'concept
contemplates a study and use of the "Contractor's Weighted Average Share
in Sales Backlog" (CWAS). The results of this Study will be formalized
in ASPR 3-1000 and will include a method of contractor reporting. The
CWAS concept contemplates maximum control when the contractor's share
in sales backlog is relatively small, and minimal control where the share
is high. It will be based on an analysis of the contractor's work back-
log and a determination of the degree of its financial risk in this
backlog. It gives recognition to the fact that all contractors do not
have the sama financial stake in decisions affecting the expenditure of
funds for th2 conduct of their businesses. A contractor's stake is
determined by the types of contractual arrangements he has with his
customers. Thus, in commercial or firm, fixed price work, the contractor
absorbs all properly allocable costs, while in cost-type work, the
Government absorbs or reimburses all properly allocable costs. After ;
analysis of all types of work to be performed (backlog), a determination
can be made of how much of any cost the contractor will absorb and how
much the Government will assume.

(e) As a general rule, it can be stated that the
greater the percentage of absorption of cost by a contractor, the
greater is its financial stake in decisions concerning expenditures
which will become a part of the cost of performing its backlog. This
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concept can be effectively applied in controlling the amount of unspon-
sored technical efforts to be absorbed by the Government, and in deter-
mining when an advance understanding should be sought. In substance,
a determination would be required of the CWAS below which adequate
protection of the Government's interests would dictate that an advance
agreement be sought to provide a cost-sharing formula and a maximum
amount for which the Government would be liable to a contractor during
any fiscal year. The application of this procedure wculd assure that
in all cases where the Government had a major stake (for example, 50%
or more) in the contractor's costs, protective advance agreement would
be negotiated to prevent excessive expenditures by the contractor. Where
the CWAS is in excess of the minimum requirement for an advance agreement,
Government contracts would bear their allocable share of all CITE costs
subject to the application of other reasonableness criteria as stated in
preceding subparagraphs under (2). However, when there is no advance
agreement and the CWAS is below the minimum requirement (i.e., 50%),
then the allocable CITE costs will only be allowable up to the amount
resulting from the application of the minimum CWAS rate.

(f) The application of the CWAS technique can be
demonstrated by assuming, for example, that a contractor's share in
backlog is 20 per cent, and the Government's share is 80 per cent. This
would definitely represent a situation in which an advance agreement is
almost mandatory. Conversely, if the interests of the contractual
parties were reversed, there would be built into this condition a strong
incentive for the contractor to keep all costs, including CITE as low as
possible, the.reby keeping the Government's surveillance at a minimum.

(g) In addition, even after advance understandings
for CITE costs have been negotiated, it is possible that excess costs,
which were not considered in the agreement, could be incurred as the

'result of Government actions. For example, it is to the Government's
advantege to broaden the competitive bae and thus, contractors may be
solicited to submit bid proposals requiring efforts that were not
considered in the advance agreements. In these circumstances, the con-
tractor may incur some CITE costs with the full realization that costs
incurred in excess of the limitations established by the advance under-
standing will have to be absorbed by other than Government work. An
alternative action which the contractor could choose, is to request
the Government to issue a contract to cover the costs of this additional
effort. If the award of a separate contract is requested, it would be
the responsibility'of the contractor to demonstrate that the estimated
CITE costs included in the advance agreement, was insufficient for the
amount of technical effort required to respond to the current invitation
for bid.

e. Revise ASPR 15-107, "Advance Understandings on
Particular Cost Items", to give effect to the aforementioned suggestions.
The proposed revised paragraph is submitted as Appendix C with the
additions or changes underlined.

42-060 0 - 70 - 12
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2. SHORT RANGE

We recognize that the suggested action presented in para-
graph 1 above may require extensive discussion and study before any
decisions are reached. Accordingly, the ensuing paragraphs set forth
short range suggested corrective action to be responsive to the needs
of procurement officers in their day-to-day dealings with contractors
in this area.

a. We suggest that the Assistant Secretary of the Army
(I&L) establish a policy for procurement officers negotiating advance
IR&D agreements which would require that:

(1) The brochures submitted by contractors in connec-
tion with advance agreements contain an additional section which would
show a broad outline of the contractor's proposed other indirect tech-
nical efforts, including that portion previously assigned to bidding
and propOsal - expense. In effect, the brochUre would now contain the
contractor's proposed utilization of the total indirect technical'
effort for the prospective period, by IR&D and Other Technical Efforts.
A change to the existing Department of the Army Circular 715-2-28, dated
25 October 1963, is necessary to give effect to this suggestion.

(2) An audit evaluation he requested of the con-
tractor's accounting and financral controls relative to IR&D and other
independent technical effort costs for the most recent period available
and a'similar.review of the contractor's current brochure with respect
to (i) the reliability of the contractor's estimating and cost procedures;
(ii) the methods used in identifying, segregating, and allocating all
independent technical effort costs, (iii) the acceptability or non-
acceptability of costs within the criteria of ASPR 15..205.35 and, (iv)
any other observations to provide the cognizant negotiator with per-
tinent informetion relative to the IR&D advance understanding.

(3) For the purpose of obtaining consistency of con-
tractor treatment, request the Department of Defense to establish a
single set of procedures for the preparation, submission and evaluation
of contractors' IR&D brochures. Toward this end, we suggest that the
existing Army procedures, amplified by the suggestions contained in
this paragraph, be adopted as a Department of Defense Directive end made
applicable to all military services, including the Navy and Air Force.

(The above was submitted to ASA (I&I.) en 9 December 1964
with a request for comments. After several follow-up inquiries, we
were informed on 9 February 1965 that a written response would not be
made since this matter is under consideretion by the ASPR Com'aittee
and the Department of Defense Independent Research and
Task Group.)
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(As previously stated, we were aware of the considerationa
of the ASPR Committec and the DOD Task Group. However, because this
matter is one of long-standing, and daily procurement decisions in-
volving significant dollar amounts are being made, it is our opinion
that the suggested corrective actions merit. implementation.)
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PART III

B. ALLOCATING INDIRECT COSTS TO THE IR&D EFFORT

SUMMARY OF CONDITION

Defense auditors and defense contractors differ in their
interpretation of paragraph (f), ASPR 15-205.35 "Research and Development
Costs" pertaining to the application of indirect and administrative costs
to independent research and development (IR&D) efforts. Audit on the
one hand, maintains that since IR&D projects generate the same indirect
efforts as other contractor activity, it should bear an applicable
portton of overhead expenses, Contractors, on the other hand, do not
agree with this contention and generally do_not_npply burden to their.
IR&D costs. Procurement for thest-Part, in negotiating IR&D advance
agreements, have not required contractors to burden IR&D costs.
Accord1nly contracts  av ha absarbine mare_ than their fair ahere 
indirect expenses. .

BACKGROUND INFORMATION

Prior to 2 November 1959, Section XV, Armed Services Procure-
ment Regulation allowed research and development costs specifically
applicable to the supplies or services covered by the contract, but
disallowed general research costs, unless specifically provided for in
the contract. However, as of the aforementioned date, Revision 50 to
the ASPR was issued, and Paragraph 15-205.35, "Research and Development
Costs," recognized IR&D as a necessary cost of doing business. This
referenced paragraph (i) defined IR&D (15-205.35(d)); (ii) established
IR&D as an allowable indirect cost subject to the test of reasonableness
and set forth the basis for allocation (15-205.35(d) and (e)); and (iii)
provided for the allocation of an appropriate share of indirect and ad-
ministrative costs to be allocated to this effort, unless it was the
consistent policy of the contractor to treat such costs otherwise
(15-205.35(f)). It is in the interpretation of this latter clause where
differences between auditors and contractors exist. Subsequent revisions
to this cost principle set forth more specific guidance. However, the
referenced phrase still remained and was not further clarified. This
difference of interpretation concerns itself with burdening the IR&D
effort with applicable indirect costs, including general and administra-
tive expenses.

STATEMENT OF CONDITION

Within the three military services, it is audits' contention
that acceptable cost accounting practices and procedures for all re-
search and development dictates that these efforts should be burdened.
This concept is stated in a number of texts written by recognized
accounting authorities.. However, for purposes of this discussion,
reference is made to Accounting for Defense Contracts, by Dr. Howard
W. Wright, published by Prentice-Fall Inc., 1962, Library of Congress



V

2671

Catalog Card Number 62-15119. The author, a Professor of Accounting
at the University of Maryland states:

a

"For most supply contractors research costs are indirect
costs of prcduction. Hcwever, individual research
projects are cost objectives, and those costs which
are incurred for a single project are direct costs of
the project. Indirect research costs, (A. g. super-
visicn, supplies, depreciation) where incurred for
the benefit of mare than one research project, should
be allocated to the projects as indirect expenses
just as other types of work are allocated to the di-
rect cost objectives of that work. Also, since the
research activity is only one of several activities
of the business, it should bear its allocable share
of the general and administrative expenses incurred
in the overall operation of the business."

/n accordance with the above cited authority it is obvious
that, for management purposes, the technical effort devoted to research
and development, and the ancillary support functions generated by this
effort, should be classified under one grouping to reflect the total
costs. Further, since /R&D only differs from R&D by the fact that the
latter category is sponsored by a contract, grant, or other arrangement
(subparagraph (c), ASPR 15-205.35), it follows that the accounting
practices applicable to research and development should be equally
applicable to independent research and development efforts. This •
concept has been and still is audits' contention with respect to the
burdening of IR&D, particularly when a contractor operates concurrently
under sponsored programs and burdens this latter category.

Over the years we have found that generally, contractors do
not burden the IR&D effort. The justifications fcr thia accounting
treatment include such arguments as (i) independent research and de-
velopment effort is indirect in character, and accordingly, should not
become part of the base on which additional burden is applied; and (ii)
subparagraph (f), 15-205.35 of ASPR only requires burdening the in-
dependent research and development effort when it is consistent with
the contractor's accounting system, and very few systems provide for
the burdening of IR&D even when the provision is made for R&D.

(a) With respect to the contractor's argument in (i) above,
Dr. Wright states as follews:

"One sanctities hears the objection that to ellocate
general and administrative expenses to research
projects results in loading overhead on overhead,
since indirect research expenses will already
have been allocated to the research projects.
There is nothing incorrect in loading overhand
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on overhead, where circumstances require it.
Administrative overhead is allocated to factory
overhead whenever necessary."

In a case involving the application of burden to the IR&D
effort, the Comptroller General issued Decision B-152462, dated
15 January 1964. The contractor, in rebuttal to —this position, presented
the argument set forth in (i) above. However, the opinion presented in
Decision B-152462 stated that the contractor's position was not valid
and that further comment was not warranted,

(b) In connection with the justification presented in (ii)
above, contractors interpret the application of consistency to be limited
to the area of independent research and development and not to the
broader category of research and development. Audit, on the other hand,
interprets "consistency of application" to include all research and
development costs, including those which are not sponsored by a contract,
grant, or other arrangement, more commonly referred to as independent
research and development. Further, the title of paragraph 15-205.35 of
ASPR is "Research and Development Costs," and its contents include
discussions with respect to sponsored programs as well as unsponsored
ones. Accordingly, it can be concluded that both cost categories are
considered one and the same.

Audit has determined that when a contractor is operating
under a specific research and development contract, grant, or other
arrangement, the accounting system always provides for the burdening of
this sponsored effort with applicable overhead and general and admin-
istrative expense. Yet for the independent effort, the contractor
ignores these established procedures and states that burdening this
effort is not required even though the same or similar personnel are
employed and the same indirect expenses are being generated by this
effort as that of sponsored research. Accordingly, it is our contention
that when a contractor is operating under specific research and develop-
ment contracts, grants, or other arrangements, and is also devoting an
independent effort to research and development, the consistency of
application clause as set forth in paragraph (f), ASPR 15-205.35 and
generally accepted accounting concepts and practices require that both
these efforts absorb an appropriate shale of indirect and administra-
tive costs. On 15 January 1964, the Comptroller General issued
Decision B-152462 which supports this aforementioned audit contention.
This decision states in part:

"It is fundamental that the costs of any product
or project include direct costs as well as in-
direct costs generated by that product or project,
and there is nothing in Part 2, Section XV of
ASPR, either prioc or subsequent to Revision No.
50, which would even suggest a departure from
this basic principle. (Ina the contrary, this part
requires in essence that allowable costs Taunt meet
the tests of reasonablenens end the application of
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generally accepted accounting principles and
practices applicable to the particular circum-
stances. Manifestly, the various subprovisions
of Part 2 must be interpreted in a manner con-
sistent with the prescribed basic requirements.
Applying the governing principles and tests to
the circumstances of this case, it is wholly un-
reasonable, in our opinion, for the contractor
to maintain that its costs for independent
research and developmentprojects do not include
the overhead and indirect expenses generated by
those projects."

For purposes of this statement of condition, the following
presentation indicates the extent of the indirect expense which should
have been distributed to the IR&D effort. In most instances the indirect
cost category which was not allocated was general and administrative
type expenses.

Contractor Business Designation
Appliances, Electronics
Aircraft and Parts
*Electronic-Aerospace
*Aircraft and Parts

*Note:

(000 omitted)
Amount of IRO
Agreement 
$12,200

2,528
789

2L2.
1,17,864

(000 omitted)
Allocable In-
dire_ct Exunpe
7-, 800

1,951
651
672

The IR&D advance agreements for these contractors
are negotiated by a service other than the Depart-
ment of the Army.

It should be noted that for the contractors listed above
the relationship of the allocable indirect expense to the total value
of the IR&D advance agreements approximates 23 per cent. However, in
a number of instances the allocable indirect costs attributable to the
IR&D effort cannot be ascertained except by applying en arbitrary
percentage. Accordingly, such indirect costs allocated to projects
other than IR&D, including Government as well as the contractor's
commercial efforts, are overstated.

We are aware that the problem involving allocation of
overhead costs to independent research and development projects was
presented to the ASPR Committee on 15 June 1964 and assigned Case No,
64-113. We are also aware of Ole position adopted by the Deputy
Assistant Secretary of Defense (Comptroller), which susteins the
position set forth in this Statement of Condition, and the objections
to this position as set forth by the Director of Defense Research and
Engineering. We are further aware of the proposed revision to ASPR
15-205.35, which was formulated by the Depertment of Defense Independent
Research and Development Task Group and cubmitted to industry for
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comment, which considered this problem by providing for the burdening
of IR&D. Further, we understand that field surveys have been performed
to ascertain specific information to resolve the differences between
DASD Comptroller and DDR&E with respect to burdening the IR&D effort.
Accordingly, the suggested corrective action presented in the ensuing
paragraph gives consideration to these existing conditions.

SUGGESTED CORRECTIVE ACTION

We suggest that the Assistant Secretary of the Army (I&L)
present to the ASPR Committee the financial significance of this question
of allocation as disclosed herein, and together with other information
gathered attempt to achieve an early resolution of this problem by a
revision to ASPR 15-205.35 which clearly requires IR&D costs to bear
their allocable share of indirect expenses. Further, pending the desired
revision to the ASPR, we suggest that the ASA (I&L) issue a policy state-
ment requiring the allocation of indirect costs to IR&D projects. This
audit disclosed that in the absence of a policy statement, contracting
officers, faced with the problem of making daily decisiono in this area,
are not treating contractors in a consistent manner.

(The comment received from the representative of the Assistant
Secretary of the Army (I&L) Office stated that the Department of the
Army could not implement the suggested corrective action because the
problem is the Department of Defense responsibility.)

(In response to our .statement of condition and suggested
corrective action the Office, Chief Research and Development and the
Office of the Assistant Secretary of the Army (I&L) nonconcurred in the
suggested corrective action pending the completion of the study in
process by the Department of.Defense Independent Research and DeVelopment
Task Group.)

(As indicated in the statement of condition we are fully aware
of the existence of the study group at the DOD level. However, we are
further aware that a Department of Defense Independent Research and
Development Steering Group was formed in 1962 to study the problem, and
a task group to implement the Steering Group was formed in July 1963 to
aid in the resolution of the problem. Yet as of the date of this report
there is no resolution. It appears to us that the problems faced by
procurement officials in their daily decisioee in this area require
resolution, particularly in view of the Comptroller General's decision.)

4,

•
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PART IV

STATEMENT OF CONDITION AND SUCGESTED CORRECTIVE ACTION 
FOR THE COMMANDING GENERAL, U. S. ARMY MATERIEL COMMAND 

A. ACTIONS OF ARMED SERVICES RESEARCH SPECIALISTS COK'1ITTEE 

SUMMARY OF CONDITION 

The Department of Defense has established procedures requiring
the formation of a research specialists committee to provide contracting
officers with technical evaluations of contractors proposed independent
research and development efforts in connection with advance agreements.
Inherent in the committee type of review is the exchange of thoughts,
familiarization with the areas in which technical efforts are being
expended by all major contractors, and the pooling of knowledge and
experience, provided by a group, when evaluating the merits of those
efforts in which the Government assumes the costs. However, we have
determined that the designated representatives to this committee did
not function in concept, and accordingly, the advantages of this type of
endeavor are not being realized.

BACKGROUND INFORMATION

Department of Defense (DOD) Instruction 4105.52 (28 June 1960),
which established the Armed Services Research Specialists Committee
(ASRSC) indicates that a major purpose of ASRSC is to recommend to the
negotiator of the sponsoring department, the extent to which the
Government should support contractor's independent research and develop-
ment (IR&D) programs. The ASRSC accochplishes its technical review of a
proposed IR&D program by examining the contractor's brochure and at
times, in conjunction therewith, by making visits to the contractor's
plant. The end product of this effort is a report submitted to the
requesting procurement office in which the ASRSC indicates, in terms of
a rating, its evaluation of the proposed progrem. Within the Department
of the Army, the Research Division, Director of Research and Development,
Army Materiel Command; provides a representative to this committee.

STATEMENT OF CONDITION

Our review and discussion with the ASRSC representative from
the U. S. Army Materiel Command (USAMC) disclosed that members repre-
senting the three services were performing evaluations independently and
were not functioning as a committee . as prescribed in the cited DOD
instruction. Thus, the intent of bringing the full weight ofavailable
Government technical and scientific knowledge to bear on an evaluation
of a proposed IR&D program, as submitted by a major Government con-
tractor, is not being accomplished. This resulted in an inconsistency
in the ratings submitted by individual members of the ASRSC. There were
do'sUidelines to negotiators for the proper Use of evaluation reports

establishing negotiation objectives. In addition, there was no



2676

reference .system which would (i) categorize IR&D programs by contractor
and- by. type, and (ii) establish a ready record of those programs being
supported in whole, or in part, by Government funds.

a. We examined some reports prepared by representatives of
the ASRSC which reflected the results of technical reviews in terms of
ratings. However, these ratings were not consistent. For example, one,
was an adjective rating such as superior, good, average, fair, below
average or high, normal, low; another was in an alphabetic form such as
A, B, C or D. Some reports contained comments on specific projects
involved in the review, while others did not. In some instances, the
report contained only an a-erall contractor appraisal regarding its
status of operations, reputation, competence, quality of scientific
personnel, etc. We were informed that the ratings, comments or overall
appraisal were supposed to represent, or be indicative of, the potential
or degree of benefit of the programs to the Government. However, there
was no information in these reports which would give guidance to the
negotiator as to the relationship of the technical aspects of a program
with the proposed costs, or of the relationship of the ASRSC ratings to
the amounts requested. That is, the reports in no way indicated what
percentage of the cost of a program shouldbe supported if a rating was
superior, good or poor. This, we were told, was left to the negotiator.
However, there are no guidelines or instructions available to the
negotiator which would aid him in translating the ASRSC ratings to a
percentage or portion of the amounts requested by the contractor which
should receive Government support. We noted that in the absence of
such guidance from ASRSC, there were instances where the Government's
sponsorship did not appear to be compatible with the ASRSC ratings.
For example, in one case, the Government agreed to absorb 75 per cent
($300,000) of a program which was rated as "below average." In another
case, appro:cimately 80 per cent ($1.1 million) was accepted where of
the 96 tasks reviewed by ASRSC, seven were rated "B", 82 were rated "C"
and seven were rated "D". We believe that to furnish adequate guidance
to the negotiator, ASRSC's comments or ratings should give some
indication of the reasonableness of the amounts requested in relation-
ship to the scientific value that the proposed program has to the
Government.

Another problem is created when ASRSC renders a broad
evaluation and the amount of support the Government can give to a
contractor's IR&D program is limited. In the absence of guidance as to
which are the more desirable programs to support, both frosi a technical
and cost point of view, negotiators are required to make deductions
"across the board." Thus, projects which have a more beneficial
potential to the Government may be delayed or eliminated because of the
lack of financial support.

b. Under current procedures, neither procurement nor ASRSC
maintains a current record of IR&D effort by technical classification
and by contractor. As a result of the absence of historical files by
class of effort, neither activity has the means of avoiding underwriting
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an IR&D program when another contractor effected a breakthrough and may
be operating in the same area under a Government sponsored contract.
It is also conceivable, under the present procedures, that unknowingly
one of the military services is supporting a program which was previously
supported by another service and abandoned. Since the results of the
previous efforts are not categorized, the current endeavors would
possibly encounter the same problems and pitfalls of the previous one,
thereby dissipating the technical effort as well as Government funds.
We recognize that in IR&D it may be advisable, and frequently necessary,
for more than one contractor to be devoting effort on a given project.
However, it can also be wasteful when such multiple endeavors are the
result of chance or coincidence rather than the Government control of
(i) those technical areas to which an independent effort is being
applied, and (ii) the contractors involved. Further, if records were
maintained of those contractors expending IR&D efforts on similar
projects, a ready-record would exist of potential competitors when a
breakthrough was accomplished and the Government wished to sponsor a
contract in the area.

Our review and discussion with procurement personnel
disclosed that they do not, as a regular practice, attempt to ascertain
similarities in proposed programs by such means as communicating with
other procurement agencies, higher echelons, etc., nor did they feel
that they were technically proficient, or sufficiently knowledgeable of
nation-wide research and development programs, to discern similarity of
effort on their own. They further indicated that they depended on ASRSC
to determine this when they reviewed contractor e' brochures. However,
our discussions with the AMC representative on the committee indicated
that they do not have a medium such as a reference file or a data bank
which would provide a means of screening programs for possible sim-
ilarities. We were further informed that the only means available of
detecting duplicate efforts was the personal knowledge of the individual
ASRSC evaluator. Under this set of circumstances, it is not only
possible that approvals were unintentionally given to programs which
repeated current or previous efforts, but we were informed that it was
also possible for an approval to be even to a project already under
Government contract. In view of the significant dollar amounts involved
in the Government's support of IR&D and in view of the current emphasis
on cost reduction in the defense effort, we believe that there should
be procedures for recording similar IR&D projects by contractor and by
area to avoid unnecessary duplication.

c. Our discussions with the ASRSC representative at AMC
disclosed that contrary to the intent of the cited DOD instructions,
ASRSC is not functioning as a committee. As a result, the principal
intent of the DOD directive to maximize the cross section of professional
ability and experience which the military establishment could bring to
bear on IR&D, was not being effectively accomplished. For example,
ASRSC dots not currently hold meetings. This negates the benefits
normally obtained from en exchange of ideas. Communication is usually
by written technical evaluationa on a specific brochure, or by telephone.
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But here too, there appears to be a lack of implementation of the
committee concept and coordination among the services. We were informed
the Navy no longer requests or receives brochure evaluations from the
other services. Apparently the Navy relies solely on its own evaluations
where it has negotiation cognizance. We were further informed that
although USAMC sends the Navy copies of IR&D brochures under USAMC
jurisdiction, comments have not always been received from the Navy.
Under such circumstances, it can be concluded that although the DOD
instruction intended evaluations of IR&D programs to be a joint or
committee effort, this was never achieved.

In a similar vein, we also noted that contrary to the DOD
Instruction 4105.52, paragraph IV B, an equitable division of work among
the military departments does not exist and is not being pursued as an
ultimate goal. For example, of the approximately 100 contractors on the
ASPR Master List of concerns whose IR&D efforts fall within the juris-
diction of the tri-service evaluators, the Air Force is the assigned
negotiating department in approximately 85 per cent of the cases, the
Navy in approximately 9 per cent and the Army in approximately 6 per
cent. In view of the deleys we noted in the evaluation of contractors'
brochures, it would seem that a more equitable division of work among
the services would result in the timely or current review of the
brochures. This, in turn, should improve timeliness in negotiating IR&D
advance agreements.

SUGGESTED CORRECTIVE ACTION 

We suggest that the Army representative on the Armed Services
Research Specialist Committee propose the following for full considera-
tion by the committee as a whole:

a. Establishing a uniform rating system for evaluating proposed
IR&D programs together with instructions as to what these ratings mean
in relationship to both the technical and cost aspects of a program.

b. Establishing a centralized file or data bank for all
Government supported research and development whether (i) under an
advance agreement, (ii) under a sponsored contract, or (iii) under an
independent research and development effort which was wholly or partly
underwritten by the Government, but subsequently abandoned. This file
should be maintained currently by class or type of effort and by con-
tractor (appropriately cross referenced) so that information relative
to completed projects and those in progress would be readily available.
Proposed IR&D programs should be screened against this file for
similarity of effort and where applicable, a determination made as to
whether it is advisable to underwrite the current project in whole or
in part.

c. Implementing the intent of DOD Instruction 4105.52 requir-
ing the ASRSC to function as a committee, with a complete interchange of
evaluations and a more equitable distribution of vorkload among its
members.
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(In response to this statement of condition and suggested
corrective action, the Staff Ccordinater. Reccarch and Development
Directorate, Office of the Commanding General, Army Materiel Command
submitted the following comments:

"(1) This Headquarters concurs with the intent and
'substance of the AAA reccmmendations with re-
spect -to the Armed Services Research Specialists
Committee. Implemeneation of the recommendations
is however difficult in the absence of definitive
guidance from OSD and until such time as the
scientific research specialists of the several
services functien as a closely cocrdinated group
any parochial rating system developed indepen-
dently; by one military service would not be
binding on the other.

"(2) The recommendation to establish a centralized file
or data bank for all Government supported research
and development should more properly be directed
to OSD for consideration rather than to this
Headquarters. The Department of the Army and the
Department of the Air Icree, in an effort to
coordinate the IR&D program customarily exchange
copies of corporate brcchures proposing to partici-
pate in the program. These brochures are also sent
to each major sabordinece command and laboratory
having related mission interest for evaluation of
the corporate program. It is considered necessary
to maintain files of only the prior years brochures
in order to permit review of proposals for continu-
ity of effort and purpcce, bearing in Mind that this
is an independent research and development program
and not a contractual effort.

"(3) Again, it is to be noted that the research specialists
of the three services including the'DDR&E repre--
sentative have not -functioned as a group, and
probably will not until a final determination is
made of how to carry on IR&D within Government,")

(We are aware of the responsibilities of members of DOD
committees. However, we are of the opinion that it is within the
responsibilities and prerogatives of the Army representative to make
whatever suggestions and recommendations he considers necessary or
desirable to increase the efficiency of the Committee as a whole. The
reply acknowledges that the research specialists have not, and probably
will not, function as a group. In our view, this condition does not
lead to maximum efficiency, nor is it in accord with the DOD instruction
which established the Committee. We are of the opinion that this
instruction contemplates that actions by members of the Committee would
be collective rather than individual.)

(The views of the Office, Chief Research and Development

regarding this statement of condition and recommendation were solicited.

The reply indicated concurrence.)
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PART IV 

B. NEED FOR TIMELY NEGOTIATIONS or IR&D ADVANCE AGREEMENTS AND COST
SHARING ARRANGEMENTS 

SUMMARY OF CONDITION

Our review disclosed a number of significant instances where
advance agreements had not been consummated. In other instances, when
advance agreements had been negotiated, the actions were not timely,
thus losing the advantages inherent in such agreement. The ASPR
considers advance agreements in this area particularly Important.

BACKGROUND INFORMATION

Revision 50 to the ASPR, dated 2 November 1959, recognized
IR&D efforts as normal costs incident to the conduct of doing business
and therefore reimbursable provided the amounts were reasonable and
allocable. The ASPR also recognized that the determination of reason-
ableness and allocability of IR&D costs, among others, after such costs
have been incurred could be extremely difficult. Therefore, also
included in the aforementioned ASPR revision, was paragraph 15-107,
"Advance Understandings on Particular Cost Items", which encourages both
the Government and contractors to enter into advance agreements. Further,
paragraph 15-205.35(h), of the referenced ASPR change, sets forth the
approaches to be used when implementing an IR&D advance agreement,
including a cost-sharing arrangement. Paragraph 4-208, "Cost-Sharing
Policy" (Revipion 9, 15 April 1962), also indicates the desirability of
cost-sharing arrangements in the research and development area. However,
several years after the issuance of these ASPR changes, our audits
revealed that in a number of instances, advance agreements (i) are not
entered into, even though the circumstances warrant such agreements;

(ii) do not contain cost-sharing arrangements, and accordingly, a con-

tractor's motives for instituting prudent managerial controls are

missing; and (iii) are entered into after-the-fact and accordingly, the

very problems the agreements attempt to avoid are present during these

negotiations.

STATEMENT OF CONDITION 

We found among the major contractors included in this review,

several instances where IR&D costs were rising at a steadily increasing

rate. In addition, there were no advance agreements to establish

maximum dollar limitations (ceilings), and/or cost-sharing arrangements

where the Government would absorb only a portion of these costs. The

absence of an advance agreement places the Governm2nt in the position of

having to negotiate the reasonableness and allocability of IR&D costs

after-the-fact. The absence of a cost-sharing arrangement also provides

no incentive to the contractor for more efficient accomplishment. We

noted that when there was a ceiling on IR&D, but no cost-sharing

provisions, contractors worked up to the ceiling and did not exceed it.
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We noted that where advance agreements were in effect, they
were usually not negotiated on a timely basis. In fact, in most
instances the agreements were consummated after-the-fact and in some
cases, as much as a year or two after the incurrence of the costs. This
has the further effect of delaying finalization of the contractor's
Government contracts which are to bear a share of these IR&D costs
through an overhead allocation. Additionally, when contractors incur
IR&D costs over an extended period of time and there is no advance
agreement, the Government is precluded from performing a technical
review of the program or determining its desirability before the
incurrence of costs. This condition points up the desirability of the
technical review procedure inherent in advance agreements as detailed
in APP 3-850.

a. At one contractor, 'R&D costs rose from $145,000 a year
in 1958, to approximately $1.8 million in 1963. Despite the significant
increase, a substantial amount of these costs continued to be allocated
to Government work without benefit of an advance agreement. Through
1963, the acceptability of IR&D costs was negotiated on a retroactive
basis. This condition also caused many delays in the negotiation of
overhead rates applicable to the contractor's Government wotk. The
acceptability of many of the IR&D items involved could not be clearly
established without a technical or scientific review and evaluation,
which further delayed the settlement of the overhead rates. Thus,
because of the absence of an advance agreement the Government was placed
in the unfavorable position of (i) negotiating cost allowances after-
the-fact, (ii) paying for effort it had no opportunity to review and
evaluate before it was expended; and (iii) being unable to limit in
advance, the Government's participation in the contractor's expenditures
by establishing a ceiling thereon, or to establish an incentive to keep
costs down through a cost-sharing arrangement.

b. At another major contractor, whose identified IR&D and
other unidentified technical effort costs similar to IR&D, approximated
$8 million a year, there were no advance agreements for the fiscal years
ended 30 September 1961 through 30 September 1964. For fiscal years
ended 30 September 1961 and 1962, the allocation of these costs was
accepted by the Government in the absence of advance agreements. For
fiscal years ended 30 September 1963 and 1964, negotiations commenced
on 30 January 1964, but were not completed until May 1964. This
latter year agreement also provided for a 75/25 cost sharing formula.
However, during the interim period (January to May 1964), this con-
tractor entered into contractual arrangements with a military service
other than the one that was negotiating the advance IR&D agreement.
Since there was no agreement, this contracting officer established
cost-sharing ratios for IR&D at a 90/10 ratio which was considerably
higher than the 75/25 ratio subsequently negotiated by the Tr-
Service Committee. Additionally, during that portion of the fiscal
year in which the advance agreement was not in effect (1 October 1963
to May 1964) the prices of all fixed-price contracts awarded this
contractor, included a portion of the total IR&D costs, rather than the
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proportionate share which was ultimately negotiated. Therefore, these
fixed-price contracts were overpriced to the extent of the difference
between what was included (10 per cent), and the 25 per cent of IR&D
costs to be absorbed by the contractor.

c. The following IR&D ceilings were negotiated in advance
with a contractor for the calendar years 1961 to 1964:

Year Amount
1961 $1,532,000
1962 1,678,000
1963 1,150,000
1964 19400,000

No cost-sharing arrangements were considered and none were provided for.
Moreover, for each of the above calendar years, the ceilings were in the
same amounts as those proposed by the contractor. For 1961 and 1962,
actual costs incurred were approximately $213,000 (14 per cent) and
$317,000 (19 per cent) under ceiling. The 1963 ceiling was negotiated
during July 1963, at which time the contracting officer was apprised of
the fact that, on the basis of costs incurred through 31 May 1963,
yearly expenditures would total approximately $1,080,000. Despite this
information and the fact that prior experience indicated that the con-
tractor's expenditures were always below the ceilings, the ceiling was

set at $1,150,000, exactly as proposed by the contractor. In effect,

the Government by establishing high ceilings and by not including cost-

sharing provisions, was accepting a significant allocation of IR&D costs

to Government contracts without providing any incentive for efficient

operations.

d. At another contractor, the ceiling imposed on its IR&D

efforts was only slightly less than the proposal. For example, for

1962 and 1963 the contractor requested $7 million and $6 million,

respectively, and was awarded $6.5 million and $5.7 million, respectively.

Further, for the past six years since 1957, the contractor's IR&D expen-

ditures never exceeded the ceiling and averaged 94 per cent of the

authorized limits. hence, the ceiling only served to provide the con-

tractor with a limitation for cest incurrence without providing an

incentive for efficient and economical performance inherent in a cost-

sharing agreement.

Our review of the record of the negotiation of the advance

agreement disclosed that the main reason why the Government did not

include a cost-sharing provision, was that the contractor had a sub-

stantial volume of research and development which was financed by its

commercial sales (currently in excess of $200 million a year). In our

opinion this is not a valid reason for not having a cost-sharing agree-

ment for Government financed IR&D. Research effort on commercial work

is accomplished primarily to protect and/or improve a company's

competitive standing in its field as well as protecting and/or improving

its profit picture. Further, the contractor does obtain certain benefits

••••

V
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from Government sponsored research such as inventions, processes, know-

how, etc. which has commercial as well as Government potential. The

contractor receives other benefits from Government sponsored research,

such as, valuable training and financial support for its staff, and the

possibility that a research and development contract (with profit) will

be awarded when the IR&D is successful. In summary, it is apparent

that where advance agreements containing ceilings and cost-sharing

arrangements are entered intO between the Government and a contractor

the costs to the Government were somewhat contained without impairing

the necessary scientific effort. In fact, under this type of arrange-

ment, there is reason to believe the contractor has a greater motivation

to effectively utilize its technical staff. Further, and of equal

importance, the limitations for this expense item are established thus

eliminating a potential area of disagreement between the contracting

parties involving the allowability of these costs. Conversely, when

there is no advance understanding with accompanying ceilings and/or

cost-sharing arrangements, or when one is entered into during the

period in question, the final negotiations could involve a number of

problems that could have been avoided had the intent of the ASPR been

implemented.

SUGGESTED CORRECTIVE ACTION

We suggest that the U. S. Army Materiel Command direct con-

tracting officers to fully implement the cited ASPR provisions. In

keeping with these regulations and to motivate more efficient accom-

plishments, IR&D agreements should be entered into prior to start of

the period to be covered. Further, the principles set forth in the

proposed ASPR 3-1000, Contractor's Weighted Average Share in Backlog

can be applied for determining cost ceilings as well as cost-sharing

arrangements for IR&D.

(USAMC apparently agrees with the concept set forth in this

statement of condition and suggested corrective action, however, it is

stated that the process for entering into advance agreements is time

consuming and only suitable for the larger contractors. We contend

that only through the establishment of firm criteria under the

Contractor's Weighted Average Share in Backlog can the Department of

the Army determine which contractors should be subjected to advance

agreements. Further, accepted management practices would generally

require each contractor involved in IR&D projects .to initiate a plan

outlining general projects as part of the preparation of the budget.

Therefore, there are no additional actions required by the contractor.

As to the evaluation of the brcchure by Government personnel, this

action is performed to avoid even more lengthy and costly dispute

procedures and to deter the incurrence of unreasonable costs.)

(The views of the Office, Chief of Research and Development

regarding the statement of condition and suggested corrective action

were solicited. The reply indicated concurrence.)

42-060 0 - 70 - 13

•
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PART IV 

C. PERFORMANCE UNDER IR&D ADVANCE AGREEMNTS

SUMMARY OF CONDITION

Our audits disclosed that contractors' performance under IRV)
agreements did not follow proposed plans (brochures) in the areas of
technical performance, cost, and the assignment of key personnel. As
a result, the Government's objectives for entering into IR&D advance
agreements with contractors were not fully attained.

BACKGROUND INFORMATION 

Department of Defense Instruction No. 4105-52, dated
28 June 1960, established the Armed Services Research Specialists
Committee (ASRSC) which will, upon request, review and assure that con-
tractors' IR&D brochures make proper segregation of their prospective
independent research and independent development programs. This
instruction further provides that contractors doing business with more
than one military department and seeking reimbursement for independent
research and development expense may be required to submit copies of a
brochure describing each research and development project and indicating
the amount of money budgeted for each.

Within the Department of the Army, this instruction was
implemented by paragraph 3-550 of the Army Procurement Procedure, and
subsequently revised by Department of the, Army Cirdular 715-2-28,
dated 25 October 1963. This latter implementation provides that the
detailed -Statements contained in the brochure should be divided into
two sections, the first section should reflect the independent research
program, and the second the independent development program. Further,
each section should contain information on each project, i.e., the
smallest administratively recognizable unit of task assignment in the
reporting activity, and each project description will contain the follow-
ing minimum information:

(a) title of the project;

(b) budgeted or actual annual expenditure;

(c) the length of time the project has been running, and the
total expenditures to date; .

(d) estimated date of completion of project;

(e) estimated total effort in terms of professional man-hours
and the professional grade or classification of the various personnel
to be utilized.

IP
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(f) summary of past technical achievements under this and
related projects in the same field; and

(g) a concise statement of the project objectives and a
narrative description of the technical approach.

These brochures are then submitted by each of the military
services to the respective ASRSC representative for evaluation. Each
individual project is reviewed, and in the Department of the Army, the
ASRSC representative indicates in terms of a rating, the evaluation of
the individual projects.

STATEMENT OF CONDITION 

Based on the foregoing, it is evident that significant efforts
go into the preparation and evaluation of the brochures submitted in
connection with advance agreemnnts. However, although the brochures
are the basis for the negotiations, we found that upon executing advance
agreements, the contracting officer established dollar ceilings on an
overall basis without any corresponding limits for the major areas of
effort shown in the brochures. Additionally, the agreements did not
contain provisions which would commit the contractor to perform in
accordance with the approved program, or to notify the Government of

any significant deviation threfrom. Our audit rovaaled numz:rou3

situations where (i) the contractor deviated significantly, both in

dollar estimates and in the technical performance from the proposed
program as it was presented in the brochure; and (ii) the contractor

reassigned key personnel whose assignment on a particular project may

have been an important factor for the Army specialist's recommendation

in accepting the project. However, the advance agreements only contain

dollar limitations and do not require contractors to adhere to the
details of the proposed program. As a result, the financial and tech-

nical controls obtained through the budgeted tasks shown in the
brochures, and the evaluations by the Government, were not utilized.

The following examples illustrate the conditions set forth aboVe:

a. This situation illustrates the extent of changes made by

a contractor to its approved 1963 IR&D program where the limitation
contained in the advance agreement was a cost-sharing arrangement, and

did not require advance notification of these changes to the Government.
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Analyses of Program Changes
IR ID Total

Budget - Per IR&D Brochure $ 832,800 $718,000 $1,600,800
Additional funding allocated by
Corporate Office (permitted by
IR&D Agreement) 89,755 89,755
Revised IR&D Program $ 972,555 $718,000 $1,690,555
Actual costs per contractor's
records 1,054,624 _764,343 1 818 967

Net program increase from amount
budgeted and proposed $

--82,069r  — 46,343 128,412

Excess of actual costs over
submitted brochure $ 171 824 $ 46,343. 218,167

Reconciliation of Program Changes
IR ID Total

Task additions $144,856 $270,578 $415,434
Task deletions (5,000) (33,000) (38,000)
Task under-runs:
on completed projects (12,923) (12,923)
scope changes on existing projects (71,443) (229,238) (300,681)

Task over-runs:
on c=pleted projects 7,918 16,830 24,748
scope changes on existing projects 103L416 21,173
Net Excess - Actual costs over costs

submitted in brochure $171,824 $ 46,343

_112.2512

$218,167
Less: Additional Corporate IR&D

funding 89 755
Net Excess of - Actual costs over

_ALM

Revised IR&D program 1._82.,069 46_,343. r$..128 412 

Although this contractor exceeded its revised
cent, of greater importance was the addition of over $400,000
programs which were not included in the original brochure
or considered during the negotiation of the advance agreement.
listing of these new programs is presented below.

Additions to the IR&D Programs not
tncluded as part of the IR&D Brochure:

budget by 7 per
of new

presentation,
A

(TA represents Task Authorizations)

Applied Research 1963 Actual

TA 387, Pulse Communication Techniques $ 69,051

TA 315, Instrumentation for the Very Far Infrared 31,313
TA 459, Thin Film Technology 36,389
TA 462, Associative Memory Investigation 8 176

Total Applied Research $144,929 
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Brought forward

Development

1963 Actual
$144,929

TA 270, Digital FUIF Prototypes $ 31,093
TA 281, SRAM Seeker Development 15,973
TA 287, Airborne Relay Program 22,996
TA 292, RACE? Troposcatter Atlantic Missile Range Test 7,250
TA 381, Discrete Address Pulse Communications - Long

Range Optimization Program 69,406
TA 388, Random Access Basic Subscriber Units 52,715
TA 389, Pulse Communication System Simulators 32,991
TA 390, Data Adaptors for Pulse Communications Systems 3,657
TA 391, Pulse to Analog Communication Interface Unit 34,424

Total Development 1110,505

Total IR&D Additions ,E'1124.34

Operations under the advance agreement did not prevent, and actually
resulted in, significant cost under-runs because of subsequent changes
in the scope of the planned and approved projects. For example, in
the approved brochure, IR TA 414, Active Elements for Thin Film
Circuits, was budgeted for $60,000 but expenditures were about $24,000.
The contractor's explanation was that this task was cancelled and that
the scope of work was completely reoriented. TA 380 and 383 develop-
mental tasks were planned for $185,000 but related expenditures were
approximately $56,000. The contractor stated that these tasks were
reprogrammed and reorientated as new projects in order to stay within
the approved ceilings. For the same reason, developmental Task
Authorizations 277/227 were budgeted for $186,000 but expenditures were
held to approximately $86,000.

This contractor also experienced significant overruns due to
changes in scope. For example, IR TA 427, Charged Particle Inertial
Reference Device, was budgeted for $35,000, while $118,000 was actually
expended. The explanation for this overrun, according to the contractor,
was the significant technical advances accomplished.

b. The example set forth below illustrates a situation where
the negotiated advance agreement did not incorporate the provisions of
the brochure and therefore did not provide financial controls over the
contractor's IR&D program.

In accordance with paragraph 3-850, Army Procurement
Procedures, the contractor submitted, annually, a brochure summarizing
its expenditures and accomplishments during the preceding year,
describing the work it proposed to perform during the coming year, and
listing, by area of study (sub-case), its estimated expc.:Aitures for
such proposed work. This brochure was reviewed by appropriate Government
research specialists and, after approval, was referred to the Tr -
Services Committee for, negotiation of an advance agreement as to the

42-060 0 - 70 - 14
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extent of Government participation in the proposed IR&D program. The

advance agreements negotiated for 1962 and 1963, indicated amounts for

the three major program areas (cases), but established a single overall

ceiling consisting of the sum of the three program areas. Thus, for

example, the 1963 advance agreement established a ceiling of $3,700,000

made up of three major program areas, none of which was subject to a

ceiling, as follows:

Amount Proposed Amount

DescriTtion by Contractor Negotiated 

Case 27540 Applied Research on Military
Systems $1,044,100 $1,011,500

Case 27701 Applied Research on Military

Components 1,505,900 1,527,400

Case 27702 Development of Military
Components 1,4l5, 700 j 161,100

IR&D Ceiling $3,965,700 $3,700,000

However, the brochure submitted by the contractor, in support of its

1963 proposal, listed 12 sub-cases which coaprised the three cases cited

above, together with the estimated costs to be incurred for each sub-

case, as showa below:

Case 27540

(000 omitted)
Amount Proposed by Contractor

(I) Data Collection Systems $ 232.9

(2) Communications Systems 446.0

(3) Guidance and Control Systems 88.0

(4) Data Processing Systems 150.0

(5) Systems Analysis 127.2

Total for Case $1,044.1

Case 27701
(1) Microwave Tube Electronics $ 269.1

(2) Semiconductors 508.9

(3) Solid State Components other

than Semiconductors 410.5

(4) Thin Film Technology 312.4

Total for Case $1,505.9

Case 27702

(1) Microwave Tube Electronics $ 198.4

(2) Semiconductors 936.9

(3) Classical Components 280.4

Total for Case gl 415.7

Grand Total $q+965-7
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Our audits at this contractor revealed considerable over-runs and under-
runs of budgeted sub-case amounts as reflected in the contractor's
brochure. In one instance, the over-run was 85 per cent of the budgeted
sub-case, while in another instance an under-run approximated 40 per
cent of the budgeted amount. When the auditor attempted to obtain the.
details with respect to the specific causes of these over-runs and under-
runs, the contractor's representative stated that the contractor was
not required to furnish this data. The justification for this position
was that the advance agreement established one overall ceiling, and
since that amount was not exceeded, over-runs and under-runs did not
exist.

c. The example cited below points up a condition where the
contractors' IR&D efforts varied significantly from the tasks proposed
in the brochure which were used in the negotiations for the advance
IR&D agreement.

A contractor submitted a proposal for fiscal year 1963 of
10 IR&D projects totaling $470,850. The advance agreement negotiated'
between this contractor and the Government established a ceiling of '
$400,000. During the year this contractor effected major changes to
all the projects with the result that there was no relationship between
those projects contained in the brochure, and those which ware actually
performed. However, the total costs incurred did not exceed the ceiling
limitation. For example, one project was increased by $65,997 to a
total of $180,610 with corresponding decreases in the funding of other
IR&D projects to offset this amount. Further, it was noted that on
three projects, the principal technical personnel for whom citations and
qualifications were included in the contractor's brochure, actually did
not spend any time on these projects. While we could not determine
whether the non-assignment of these personnel had a detrimental effect
on the projects, it could negate the basis on which Government evaluation
and approval of originally submitted projects was made. In another
case, the contractor transferred the funds ($34,000) budgeted for a
project to another project upon receivirg an award of an R&D contract
in the same area as that which•was included in the 'R&D effort.

d. Following, is an example in which more than 75 per cent
of the projects presented in the brochure were either not attempted, or
were replaced by other projects. Nevertheless, the costs were allocated'
to Government contracts because the advance agreement merely established
a dollar limitatioa which was not exceeded.

A project by project review of the approved IR&D program
for a contractor showed significant variations between the approved
projects and the actual projects performed. In 1963, the contractor's
III&D brochure contained 29 projects with an estimated total cost of
$2,650,000. Actual performance for the year indicated that nine pro-
posed and approved projects for a total amount of $362,000 had almost
no work performed, but 13 projects which were not in the approved

4 • program were performed.for a total expenditure of $493,000. It should
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be noted that the ASRSC rated this contractor's proposed IR&D program,
as submitted in the brochure, "average". However, because the con-
tractor unilaterally chose to revise a significant portion of this
program, there was no assurance that these substitutions would warrant
an "average" rating.

e. This example highlights a situation where a contractor's
brochure contained resumes of the qualifications of the technical
personnel who were to accomplish the IR&D program. The Army repre-
sentative on the ASRSC stated that these personnel profiles were given
significant weight in his evaluation of the program. In this situation,
the contractor substituted inexperienced personnel for those listed.

The contractor's brochure contained a number of projects
under IR&D, and in support, listed the resumes of 21 key engineering
personnel whose efforts were to be expended on IR&D projects. On an
after-the-fact basis, our auditors found that only 10 of these key
people charged any time to IR&D. We found that these 10 engineers, and
the other 11 who charged no time to IR&D, charged their time to bid
proposal work, or to other indirect engineering effort. Further, of
the 12 engineers assigned to the IR&D effort on a full time basis, all
were recent hires. Six had no previous experience, while four ware
graduated as recently as 1962. Further, the non-assignment of those
personnel listed in the brochure, and the substitution of new-hires,
was accomplished without consultation with the Governzent negotiators
of the advance agreement. Since the brochure was not made a part of
the advance agreement, there was no prohibition against the contractor's
substitution of key personnel performing cn IR&D projects.

We recognize that the area under discussion deals with a
contractor's independent research and development, and as such, the
contractor should be sufficiently independent to choose those areas in
which technical effort will be devoted, having made the choice, and
requesting the Government to underwrite all, or a portion of this effort,
both the contracting officer and the contractor are, in our opinion,
obligated to enter intoan agreement.which will assure a similarity

between proposal and accomplishment.

SUGGESTED COaR2CTIVE ACTIONS

It is recommended that contracting officers assigned to

negotiate IR&D advance agreements be instructed to:

(1) Incorporate (directly or by reference) the contractor's

approved brochure containing (i) the objectives of major programs and

sub-programs, (ii) the estimated expenditures for these progrnms and

(iii) where applicable, the key personnel assigned to the programs.

(2) Establish cost-sharing formulas and/or ceilings by major

program and sub-pregrams as set forth in the contractor's brochure

adjusted to give effect to the results of negotiations.

a
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(3) Require the contractor to obtain Government approval of
major deviation from the approved programs both as regards the technical
aspects and expenditures. Examples of the actions requiring Government
approval would be (0 the elimination of, or the substitution for, an
approved major project, (ii) significant over-runs and/or under-runs of
anticipated expenditures and (iii) the non-assignment of, or substitution
for, key personnel.

(In connection with the foregoing statement of condition and
suggested corrective action, the Staff Coordinator, Research and
Development Directorate, Office of U. S. Army Materiel Command submitted
the following comment:

"(1) Any compulsion to make the brochure covering the
proposed IR&D program a part of the negotiation would
destroy the rights of company and the investigator to
reorient studies in the direction of greater fruitful
output. Neither basic research, applied research nor
exploratory development should be subjected to such a
rigid control. We are dealing with independent
research and development which industry conducts to
further its potential posture and future competence.
To achieve this goal, management must not only plan
(and the brochure documents this) but be free to change
for reasons best understood by the investigator and his
director. Even withArmy, Navy and Air Force in-house
independent initiated research programs, such in-
dependent procedures in programming are considered
sound practice and are as successful as the technical
director's coMpetence. It is the problem, the planning,
the approach, the competence of the investigators and
the prior accomplishments that IR&D evaluators are
concerned with.

"(2) Cost sharing is widely practieed in the negotiation
of 'R&D allowances. It shculd not be assumed that 'a
contractor's brochure would cover all of the independent
research and development of a corporation. Where
evidence exists that the IR&D only reflects a portion of
the total effort, supporting 100% of the program is in
consonance with ASP. OSD has.informally recommended
total support rather than sharing if the overall ratio
of IR&D to sales contracts are not excessive.

"(3) The recommendation that the contractor obtain
Government approval when deviating from the planned
program is undesirable inasmuch as the true significance
of IR&D is independent and not under the control of
Government or any other regulatory office.")
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(In presenting these commence, it appears that 2 basic facts
were overlooked. These are (i) the Government underwrites these IR&D
efforts either completely or through a cost-sharing arrangement
depending upon the ratio of Government business to commercial business,
and the terms of the advance agreements; and (ii) the existing
procedures (the imposition of the brochure requirement on the con-
tractor, and the evaluation requirement by Government experts) provide
for a Government evaluation to determine the extent of its participation
in the program. In our opinion, these procedures are considered prudent
business practices since the Government is paying for a significant
portion of the program. Further, we do not feel that the incorporation
of the brochure in the advance agreement would destroy the rights of the
contractor to reorient his studies nor would it subject the contractor
to rigid control. Since the brochure represents the contractor's
proposed program and forms the basis for the approval of the program by
the Government, we feel that the same underlying principles requiring
the submission of the brochure should be extended to any significant
changes to this program afterits approval. In no way should this
approval infringe upon the contractor's independent determination in
reorienting his program. However, since the Government is sponsoring
these revised programs by reimbursing the contractor all or a substantial
portion of the costs of the program, it would appear proper for the
contractor to keep the Government informed of the changes made.)

(The views of the Office, Chief of Research and Development
regarding the -statement of condition and suggested corrective action
were solicited. The reply indicated concurrence.)



•

2693

Na:T.'ea

SCHSDULE OF CONTM.CTOR ENTITIES INCLUDED

APPENDIX A

In STUDY

Entity Location

1. ACF Industries, Inc. Electronics Div. Paramus, N. J.

2. ACF Industries, Inc. Electronics Div. Riverdale, Md.

3. AVCO Corp. Electronics Div. Evendele, Ohio

4. AVCO Corp. Ordnance Div. Richmond, Ind.

5. Bendix Corp. Eclipse-Pioneer Div. Teterboro, N. J.

6. Bendix Corp. Radio Division Towson, Md.

7. Chrysler Corp. Missile Division Warren, Mich.

8. Chrysler Corp. Defense Op'ns. Div. Centerline, Mich.

9. Cadillac Motor Car Cleveland Army Tank

Div., General Automotive Plant Cleveland, Ohio

Motors Corp.
10. Continental Motors

Corp. Market St. Plant Muskegon, Mich.

11. Continental Motors
Corp. Detroit Division Detroit, Mich.

12. Continental Aviation
and Eneg. Corp. All Divisions Detroit, Mich.

13. Douglas Aircraft

Co., Inc. Charlotte Division Charlotte, N. C.

14. Fairchild-Sratos
Corp. Aircraft Missiles Div. Hagerstown, Md.

15. Fairchild-Stratos
Corp. Stratos Division Bay Shore, N. Y.

16. FeIC Corp. Ordnance Division San Jose, Calif.

17. Martin-Marietta
Corp. Aerospace Division Orlando, Florida

18. Motorola, Inc. Military Electronics
Division Chicago, Illinois

19. Northrop Corp. Nortronics Division Anaheim, Calif.

20. Olin Mathieson Corp. Winchester Division New Haven, Conn.

21. Olin Mathieson Corp. Western Arganics Div. East Alton, Illinois

22. Philo° Corp. Aeronutronics Div. Newport Each, Calif.

23. Raytheon Co. All Divisions Lexington, Mass.

24. Sperry Rend Corp. Sperry Farregut Div. Bristol, Tenn.

25. Sperry Rend Corp. Ford Instrument Co. New Yorl:, N. Y.

26. Sperry Rand Corp. Sperry Utah Co. Salt Lake City, Uteh

27. Thiokol Chemical
Corp. Alpha Division Huntsville, Alabama

25. Western Electric

Co., Inc. Bell Telephone Labs. New York, N. Y.
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APPENDIX B

PROVISIONS OF ARMED SERVICES PROC1:12F:.ENT REGULATIONS (ASPR)
PERTAINING TO TECHNICAL EFFORT COSTS 

"15-205.3 Bidding Costs. Bidding costs are the costs of preparing
bids or proposals on potential Government and non-Government contracts or
projects, including the development of engineering data and cost data
necessary to support the contractor's bids or proposals. Bidding costs
of the current accounting period of both successful and unsuccessful bids
and proposals normally will be treated as allowable indirect costs, in
which event no bidding costs of past accounting periods shall be allowable
in the current period to the Government contract. However, if the contrac-
tor's established practice is to treat bidding costs by some other method,
the results obtained may be accepted only if found to be reasonable and
equitable."

"15-205.21 Manufacturing and Production Engineering Costs. Costs of
manufacturing and production engineel:ing, including engineering activities
in connection with the following, are allowable:

(i) current manufacturing processes such as motion and time study,
method analysis, job analysis, and tool design and improvement; and

(ii) current production problems, such as materials analysis for
production suitability and. component design for purposes of simplifying"
production.

"15-205.35 Research and Development Costs.

"(a) Basic research, for the purpose of this Part 2, is that type
of research which is directed toward increase of knowledge in science.
In such research, the primary aim of the investigator is a fuller knowl-
edge or understanding of the subject under study, rather than any practi-
cal application thereof. Applied research, for the purpose of this Part
2, consists of that type of effort which (i) normally follows basic re-
search, but may not be severable from the related basic research, (ii)
attempts to determine and expand the potentialities of new scientific
discoveries or improvements in technology, materials, processes, methods,
devices, and techniques, and (iii) attempts to "advance the state of the
art"— Applied research does not include any such efforts when their
principal aim is the design, development, or test of specific articles
or services to be offered for sale, w'nieh are within the definition of
the term development as hereinafter provided.

"(b) Development is the systematic use of scientific knowledge
which is directed toward the production of, or improvements in, useful
products to meet specific performance requirements, but exclusive of
manufacturing and production engineering.



•

•

2695

APPENDIX B 

PROVISIONS OF ARMED S::VICES PROOUAI.NT REGUTATIONS (ASPR)
PERTAINING TO MC1:NICAL EFi,OT COSTS 

"(c) A contractor's independent research and development is that
research and development which is not sponsored by a contract, grant,
or other arrangement.

"(d) A contractor's costs of independent research as defined in
(a) and (c) above shall be allowable as indirect costs (subject to
paragraph (h) below), provided they are allocated to all work of the
contractor.

"(e) Costs of contractor's independent development, as defined
in (b) and (c) above (subject to (h) below), are allowable to the extent
that such development is related to the product lines for which the
Government has contracts, provided the costs are reasonable in amount
and are allocated as indirect costs to all work of the contractor on
such product lines. In cases where a contractor's normal course of
business does not involve production work, the cost of independent
development is allowable to the extent that such development is related
and allocated as an indirect cost to the field of effort of Government
research and development contracts.

"(f) Independent research and development costs shall include an
amount for the absorption of their appropriate share of indirect and
administrative costs, unless the Contractor, in accordance with his
accounting practices consistently applied, treats such costs otherwise.

"(g) Research and development costs (including amounts capitalized),
regardless of their nature, which were incurred in accounting periods
prior to the award of a particular contract, are unallowable except
where allowable as precontract costs. (See 15-205.30).

"(h) The reasonableness of expenditures for independent research
and development should be determined in light of all pertinent consid-
erations such as previous contractor research and development activity,
cost of past programs and changes in science and technology. Such
expenditures should be pursuant to a broad planned program, which is
reasonable in scope and wall managed. Such expenditures (especially for
development) should be scrutinized with great care in connection with
contractors whose work is predominanZly or substantially with the
Government. Advance agreements as described in 15-107 are particularly
important in this situation. In recognition that cost sharing of the
contractor's independent research and development program   provide
motivation for more efficient accorplishment of such program, it is
desirable in some cases that the Government bear less than an allocable
share of the total cost of the program. Under these circumstances, the
following are among the approaches which may be used as the basis for
agreement: (i) review of the contractor's proposed independent research
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APPENDIX B 

PROVISIONS O ARXD sEavics PROC127=NT  RSCULATIONS (ASPR)
PERTAINING TO TECHNICAL E7F0aT COSTS 

and development program and agreement to accept the allocable costs of
specific projects; (ii) agreement on a maximum dollar limitation of
costs, an allocable portion of which will be accepted by the Government;
(iii) an agreement to accept the allocable share of a percentage of the
contractor's planned research and development program."
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APPENDIX C

REVISION TO  ASPa 15-107 AS Pa070S2D 11 PART  III A 
(Changes to existing ASPa are indicated by underlining)

15-107 "Advance Understandings on Particular Cost Items."
The extent of allowability of the selected items of cost covered in
Parts 2 through 5 has been stated to apply broadly to many accounting
systems in varying contract situations. Thus, as to any given contract,
the reasonableness and allocability of certain items of cost may be
difficult to determine, particularly in connection with firms or separate
divisions thereof which may not be subject to effective competitive re-
straints. In order to avoid possible subsequent disallowance or dispute
based on unreasonableness or nonallocability, it is required that pro-
spective contractors, particularly those whose work is predominantly or
substantially with the Government, obtain agreement with the Government
in advance of the incurrence of special or unusual costs in categories
where reasonableness or allocability are difficult to determine. Includ-
ed in this cnteeory are those contractors wo seek recovery of indepen-
dent technical effort costs. Such agreemen:: may also be initiated by
contracting officers individually, or jointly, for all defense work of
the contractor, as appropriate. See  ASPa 3-1000  for the means  of deter-
minine reasonableness by utilizine the conct of "Contractors' ',7eighted
Avereee Share in Backlog". Any such agreeent should be incorporated in

.cost-reimbursement type contracts, or made a part of the contract file
in the case of negotiated fixed-price type contracts, and should govern
the cost treatment covered •thereby throughout the performance of the
contract. Vith the exception of the contractor's independent technical
Rff2.1.:L, the absence of such an advance agreement on any other element of
cost will not, in itself, serve to make that element either allowable or
unallowable. Examples of costs on which advance agreements may be par-
ticularly important:

(i) Compensation for personal services;

(ii) use charge for fully depreciated assets;

(iii) deferred maintenance costs;

(iv) precontract costs;

(v) centractors. indepeedent technical effort costs;

(vi) royalties;

(vii) selling and distribution costs; and

(viii) travel costs, as related tc spatial or mass personnel
movement.
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APPENDIX IV

January 27, 1970

Honorable Melvin R, Laird
Secretary of Defense
Washington, D. C.

Dear Mr. Secretary:

I have reappointed the Ad. Hoe Subcommittee on Research end

Development, which again will be chaired by Senator McIntyre, to revice-

and report on the DOD FY 1971 authorization request for thc Reseae.c,l,

Development, Test and Evaluation appropriations. In addition, I hs

requested the Subcommittee to conduct hearings end meLe a separate

recommendation on S. 3003, relative to independent research and dcvLep

meat, which, as you know, was the eueject -of considerable controversy

on the floor of the Senate last year.

Answers to the following questions are needed to essist the

Subcommittee in preparation for these hearings:

What specific implementing actions would be involved if the

Congress established a specific dollar ceiling for independent rece:ereh

and development applicable to appropriations authorized for FY 197: --

first on the assumption that such a ceiling would be established at the

DOD level and not identified as to individual appropriation or malleeey

service; and, secondly, on the assumption that the ceiling were eatab-

lished as a single line item in each of the Procurement and EL=

appropriations for each service?

In reply to these questions, it should be assumed that inde

research and development includes bid and proposal costs and other

nical efforts.

-

If there are preferable alternative methods of control other

than a specific dollar ceiling, such proposals also should be submitted.

The information should be submitted by February 9, 1970, since

it is anticipated that hearings will be scheduled shortly thereafter.

It is assumed that substantial thought has been given to these queetf.ene

already so that the Department should be able to respond by that date.

Sincerely yours,

John C. Stennis

-4\HF:pab
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A5S;STA:s1"; i.-Z.C.,kEli-JO! OF 'DEFENSE
V/Aid,NOTON, D.C. 20301

INSTALLATIONS AND LOGISTICS

Honorable John C. Stennis
Chairman, Committee on Armed Services
United States Senate
Washington, D. C. 20510

Dear Mr. Chairman:

The Secretary of Defense has requested me to reply to your letter
of January 27, 1970 advising that the Ad Hoc Subcommittee chaired
by Senator McIntyre will conduct hearings on Senate Bill S. 3003
relative to Independent Research and development (IR&D), Bid and
Proposal (B&P) expense and Other Technical Effort (OTE). In your
letter you asked us to supply answers to the following questions:

1. What specific implementing actions would be in-
volved if the Congress established a specific
dollar ceiling for IR&D, B&P and OTE applicable
to appropriations authorized for FY 1971 on a DoD
level and not identified as to individual appropriation
or Military Service?

2. Same question as above except that the ceiling would
be established as a single line item in each of the
Procurement and RDT&E appropriations for each

Service.

In addition to the two questions, you also asked us to submit any

preferred alternative methods of control other than a specific

dollar ceiling.

As you anticipated in your letter, we have given considerable

thought to the approaches posed in your questions. Our conclusion

is that such approaches pose administrative problems which pre-

clude any effective or meaningful implementation. Although a Dol.:-

wide limitation might provide more flexibility than individual

applicable to each of the Military Services, the administrative prob-

lems discussed below are common to both approaches.
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and OTE 6osts are not part of the direct effort called for
in a contract. Instead, they are incurred as part of the cost c: c,per-
ating a company and keeping it technically competent and competitive.
Such costs arc part of the overhead eXpense and are recovered by
allocating the total incurred over the direct effort incurred on all
contracts. In any one of his fiscal years, a contractor may be per-
forming both commercial and Government contracts. In addition,
Government contracts will include a mixture of funds that have been
appropriated in various fiscal years. This mixture of funds has been
the cause of a se-Fious problem in our attempt to implement Section 403
of the 1970 Military Procurement Authorization Act and would cause a
similar problem in attempting to administer an amount established as
a budget line item. Let me explain.

The limitation imposed on the appropriation for FY 1970 requires us
to keep track of contracts that include those dollars so that we can
make sure that the specific limitations on IR&D, B&P and OTE are
complied with. Since we have different criteria for determining the
amounts of IR&D, B&P and OTE that can be allowed on all other contraci
not subject to this limitation, we now have two administrative procedure.
instead of one. If FY 1971 funds have still a different limitation, we
would find ourselves with three sets of records to keep. Since some
contracts run for a period of several years, it is apparent that in a
short time we could have contracts subject to five or six different
statutory limitations in any plant at one time. This could be further
complicated by contracts which involve funds of various years. The
additional administrative effort required to sort out all these funds
and see that costs applicable to each was proper would be formidable.

Another major problem is that we don't know of any effective or

equitable way to divide the fixed dollar figure among contractors.

It should be recognized that IR&D, B&P and OTE costs are very

different from line items presently appearing in the budget. At

present, budget line items relate to specific items required by the

DoD. As such, they become a line item on a contract with one or

several contractors. On the other hand, a line item for IR&D, B&P

and OTE costs might involve every contractor who does business

with the DoD. That is, instead of placing the item on direct contract

with one or two contractors, we would be faced with the task of trying

to find some equitable, consistent procedure for spreading this item

over all the contracts we write that include FY 1971 funds. Let me

discuss the problems associated with this for a moment.
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Depending upon the type of product produced, the contractor's position
in industry as a designer/creator or a copier, the need for new busi-
ness or the number and type of proposals the Government may reques-;
in any one year, contractors needs for IR&D, B&P and OTE may vary.
considerably as between companies. Moreover, any particular con-
tractor's requirements may vary appreciably from year to year. This
is especially true of smaller contractors. With this in mind, consider
the administrative actions that would be required.

At the time we receive a new appropriation the procurement line items
are separated out and sent to various purchasing offices for procure-
ment action. This can't be done with an IR&D, B&P, OTE line item.
Instead, some portion of the funds established in the IR&D, B&P, OTE
line item would have to be attached to each of the other procurement
items. At this point, however, we would not have sent out requests
for proposals and would seldom know which contractors we would be
selecting for award and the amounts of IR&D, B&P and OTE involved.
Thus, the distribution of IR&D, B&P and OTE costs would have to
wait until contract negotiations were completed in order to know the
actual amount of these costs that should be included. A further com-
plicating factor is that all procurements are not placed at one time.
In fact, contract changes may be negotiated months or years later.
Thus, we would not be able to determine all the costs of IR&D, 13&?
and OTE that we would be requested to reimburse and compare them
to the amount available from the line item authorization. Th.erefore,
we would not be able to determine the percent of costs incurred that
should be allowed each contractor. This means that some contractors
would probably receive no reimbursement because the funds were
exhausted. In the meantime, a new procedure would have to be estab-
lished for processing contracting officer's requests for IR&D, B&P,
OTE funds to complete contract negotiations.

Another related problem is the question of how to establish the amount
needed for a line item. It would not be feasible to ask all contractors
how much IR&D, B&P, OTE cost they proposed to charge against line
items on a proposed new budget because at that time we would not know
who the contractors for these future projects would be. The only way

such an amount could be established would be to arbitrarily use a per-

cent of the procurement budget. Such a computation, unsupported by

any rationale based on industry needs or DoD benefits, is completely

contrary to the major points of Congressional concern stated in the

Senate Bill S. 3003, that there should be a relationship between the
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DoD expenditures in this area and benefits received. In this respect,
it would not be as effective as our current procedure.

You requested that preferred alternate methods of control be submitte—
We believe there are basically two such approaches and we are happy

to describe them to you. We have been in the process of evaluating each
approach over a considerable period of time, and we believe that eithel•

approach would be an improvement over our present practices.

The first alternative that we believe merits consideration is the for-

mula approach that was developed into a draft of a proposed policy

and circulated to industry and other Government agencies some months

ago. This method of controlling costs is based on each individual con-

tractor's historical expenditures and results in a positive dollar ceilin,-;

for IR&D and B&P costs at the individual contractor level. OTE

which are R&D or B&P in nature, were included in the definition of

IR&D and B&P and the term OTE was eliminated because it is not de-

finable or appropriate.

The merits of the formula approach are that it has relationship to the

specific experience of each individual contractor, it is objective and

requires no subjective judgements by Government negotiators, it

tends to keep the proportion of IR&D and B&P per dollar of contract

price at a constant level, requires contractors to absorb increases

such amounts become part of the historical average and it can be easil:

adjusted to raise or lower the rates of contractor recovery of IR&D and

B&P cost which, of course, will raise or lower the DoD costs for IR&D

and B&P. Criticisms of the formula approach stem primarily from the

fact that the formula does not provide a means whereby factors other

than historical expenditures are considered in determining the IR&D

and B&P costs to be allowed, In the proposed policy that we drafted,

we included a feature to overcome this objection in the more flagrant

cases. This feature consisted of an appeal and review procedure under

which cases could be reviewed by Military Service Secretaries and

revised limitations established where appropriate.

The second alternative that we would propose is an approach that we

have been considering that would require mandatory advance agree-

ral_rt,vith all major contractors establisErig the amount of IR&D

and B&P costs that would be recognized. These agreements would

cover all such costs allocated to any DoD contract regardless of

whether the contract was funded with FY 71 money or an appropriation

42-060 0 - 70 - 15
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from some other year. Agreements with these major contractors

would be based on the contractor's fiscal year, and amounts

rf_s9_g_rjized would be established after thorough technical review by

DoD technical experts of each_of their IR&D projects. Other tests

ol reasonableness would also be applied such as management of the

program, type of DoD contracts in the plant, etc. Since it is not

feasible to make technical reviews of B&P projects, they would be

evaluated on the basis of other criteria to determine the limitations

to be included in advance agreements. Factors to be considered

would include such things as number and type of proposals requested

by the Government, the contractor's need for new business, past

pattern of expenditures, and the like. Negotiations would be con-

ducted by a small specialized group in Washington under the direct

supervision and guidance of top level management.

This proposed negotiation procedure is a substantial refinement of

procedures that are presently in use because advance agreements

would be made a condition for recovery of IR&D and B&P costs by

contractors and uniform and more detail program review pro-

cedures would be established. Our study of this problem area over

the past several years assures us that this approach is administratively

feasible and would provide positive control oyAr  approximately 85%  cf

DoD costs far TRIM-and P It wouldalso provide full visibility as

to the IR&D weirk being conducted by contractors and the costs re-

imbursed on negotiated DoD contracts. OTE type costs which are R&Ls

or B&P in nature would be included in these agreements, but, again,

the term OTE would be eliminated because it is not definable or

appropriate.

For the many small contractors who are responsible for about 15%

of the IR&D, B&P and OTE costs charged to DoD contracts, we

would use the formula discussed earlier. While this would not pro-

vide the intimate detail afforded by the negotiation procedure, it

would provide a means of dealing with the many small contractors

or other contractors who have little Government business. Use of

advance agreements would not be administratively feasible because

of the large number of these contractors.

It should be noted that neither of the above two alternative approaches

would require legislation. Both plans include carefully conceived

procedures that are the result of a great deal of study of the IR&D/

B&P problem over a long period of time. In this study, we have
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received the benefit of comments from industry and many Govern-
ment agencies including the General Accounting Office. "2:-.-e
recent comments from the GAG were critical of certain aspects of
our proposed formula approach, primarily as it affects major
contractors. We find these comments to be of great value to us
we are now restudying the problem areas pointed out by the GAO.
At this time, however, we believe that one of the two above alter-
natives or a variation combining the two will provide the best solution
to the IR&D/B&P problem.

We appreciate this opportunity to furnish our comments on this very
complex problem. Members of the OSD staff are available to discuss
this in more detail if you desire.

Sincerely,

Assistant Secretary

Onstailaton; ans.:1
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"oi.er.. C.
'cretar
',:nsh!n7tcn. P.

The 117 'orce ni.fchrt ,x,:,c..lremeht request for FY 1.71 Louis

anoroxlmlte hilli^n In i:he :'orm of line items end el'

.nlool-the-ljc, items. C: t.In num, two alrcrnft items total : 1,e),.7)X',0(.10
consistin.; ;;he F-111 program and $5141+.11 million

the C-5 !7r,:,f7;rm.

mi$'t.s letter is to request, with espect to the

eirernft ,oteli-: 1.5 billi)n requested to be authorire and

Y 1t1, thct you provide the Committee with e

ee-lmr.tc ormnny, tn. ?robahle distribution o: funds it

uld euz,holl,e1 f:,1- the indeoendent research and dc”elopment progrem,

includin - nroposnl er. other technical effort. Eariter inrormation

h-a indiretc 4 .-t there is a leftnite relationship between the allowable

DUD costs e-' thr: 'eles o: a perticulsr corporation to the milttary

dreevtment. It would exected, therefore, thnt out of the ry 1971
Claris, with an-roxi-.tely two-thi).10 or the line item monies earmarked

or two comprhies, ,roxLmntely two-thirds of the II&D funds could be

anticipated Lc "c --Id tc there same companies. To wnat extent is this

correct?

Another lrsue on which we request precise information is the degree

to which the nu ,!-rort will be recognized with respect to the :i;20,01 million
in contimncy fardn hein7 requested for the C-5A program. I em not con-

cerned as to when t!--.ese runds would be disbursed, but rather the manner in

which they would 1-e utili2e1 with respect to this FY 1971 contingency

eircraft nrpropriation. :,leese be precise with this response.

tlthough I em requesting this information directly, it will be

turned over to Senntor McIntyre's Subcommittee following your submission.

Sincerely yours,

John C. Stennis

TEB:pab

8
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DEPARTMENT OF THE AIR FORCE

WASHINGTON 20330

OFFICE OF THE SECRET ARY

Dear Senotot Stennis:

APR 1 " 197r,

Your letter of March 24, 1970, asked that we provide your
Committee with a definite estimate indicating the probable
distribution of funds that would be authorized for Independent
Research and Development (IR&D) including Bid and Proposal (B&P)
and Other Technical Effort (OTE) for the aircraft contractors
who will get FY 1971 procurement funds.

At the present time there are no advance agreements for
these contractors for FY 1971. Until such agreements are
negotiated any forecast of ceiling costs is highly speculative.
Also, ye do not know how much each contractor will actually
expend up to the negotiated ceiling until an audit of the con-
tract period has been performed. Therefore, accurate figures
are not available until after work has been completed. However,
in an effort to be responsive to your request, we have considered
past trends, Section 403 of PL 91-121, and reduced budget posture.
We have then projected a general estimate of what might be the
IR&D end B&P of the C-5 and F-111 Contractor Divisions. The IR&D
and B&P for the Division producing the F-111 for FY 1971 could be
approximately $11 to $14 million and for the Division producing
the C-5A these costs could be approximately $7 to $10 million.

In your letter you also indicated that it would be expected
that out of the FY 1971 funds, with approximately two-thirds of
the line item monies earmarked for two companies, approximately
two-thirds of the IR&D funds could be anticipated to be paid to
these same companies. In response to your request for our
comment on the correctness of this statement, there are several
factors and criteiia used to establish our negotiation objective
for advance agreements. Some of these criteria and factors,
whose weights vary with contractors, have been provided to
Senator Mc/ntyre. It would not be a valid assumption to derive
anticipated IR&D payments for these two programs as a percentage
of total IR&D funds in a direct ratio to the aircraft procurement

•
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request of these programs to the total. Also, as you know,
the total IR&D funding is applied to the overall procurement
base of which aircraft is only a portion. The amount of IR&D
dollars actually reimbursed to a company is directly related
to the ceiling amount established between the government and
the contractor by advance agreement and also in relation to the
base used for allocation of /R&D as between government and
commercial work of the contractor.

For general comparison purposes we have derived the rela-
tionship of IR&D expenditures to sales for several companies
from past audits. From the 1963 to 1969 period this has
reflected an overall average of approximately one and one half
to two percent. While these data are useful for general trend
purposes, they are not used for determining the allocation of
raw monies to contractors.

Other Technical Effort (OTE) is not a specific accounting
category of costs and, therefore, we have no capability to make
even a rough estimate of what costs contractors might include
in this area. As you know, OTE is a general term which has
been used by the DOD to refer to various technical costs which
are incurred by a contractor in operating his plant but, for
his awn reasons, he does not classify as either MID or B&P.
In order to understand the extent of this practice and the
dollars that are charged to these types of accounts, the DOD
auditors have collected these various accounts under one common
heading of OTE. It is not a new cost pool. All effort now
classified as OTE will be reclassified an /R&D and B&P or assign,.
ed to another overhead category that is more appropriate.

You also asked for precise information on the degree to
which IRO effort will be recognized with respect to the $200
million in contingency funds being requested for the C-5
program.

Actions are currently under way to resolve the C-5A
contractual ambiguities through negotiation/litigation pro.
ceedings. This situation is further aggravated by Lockheed's
cash flow problem which may require interim financing to insure
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continued performance on the C-5 and other programa. Assuming
an agreement is reached between the government and Lockheed as
to financing and settlement of the issues in dispute, the $200
million would be utilized to finance the C-5 program during the
remainder of FY 1971. The specific conditions on the util!_zation
of these funds are currently being negotiated. Within the over-
all allowable contract costs, some amount of IR&D expenditures
may be recognized; however, we are not able to define this
expenditure until the negotiations are completed. We regret
that we are unable to be more precise at this time. We will
make this information available to you as soon as it has been
definitized in the negotiation.

Sincerely,

S:zned:
GRANT L. HANSEN

Assi;tat SecTetlry

ilaLtn:th :.ad Di.:;c23;me1t

Honorable John C. Stennis
Chairman, Senate Armed
Services Committee

United States Senate
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April 16, 1970

Pear Senator Stennis:

This is a follow-up to our letter to you of
April 13, 1970, wherein we responded to your
questions on IR&D associated with the aircraft
procurement account.

Specifically, we would like to provide
further information on the question of IR&D and B&P
effort relative to the requested $200 million
contingency funds for the C-5A Program. Although
we have not finalized an advance agreement with
Lockheed covering FY 1971, there will be a reduction
in the IR&D and B&P effort with this contractor
from that of our previous agreement because of both
Section 403 of P.L. 91-121 and Lockheed's current
financial status. In conjunction with establishing
a negotiating position for the new advance agreement,
the Air Force can state that we contemplate no
increase in our planned IR&D and B&P effort with
Lockheed if the $200 million contingency request is
fully approved and placed on contract.

Sincerely,

tigned

Grant L. Hansen
Assistant Secretary
Research & Development

Honorable John C. Stennis
Chairman, Senate Armed
Services Committee

United States Senate

4
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March 24, 1970

Honorable Melvin R. 1,r1rd
Secretary of De':ense
'Alshin;ton, D. C.

Dear Mr. Secretary:
1

As you know, Section 203 of Public Lew 91-121 containa

eroqibition that none of the funds frathoriLej to be appronriated

by the Act may be used to carry out any research unless there is

a direct and noparent relationship to a specific military function

or operation with regard to the project or study being funded.

It has not been made clear to either the full Committee

or Senator McIntyre's R&D SubcoTmittee as to whether the Department

of Defense has applied Section 203 to that portion of FY 1970

appropriations which will involve independent research and develop-

ment, b1d end proposal, and technical development.

I an requestin3 that the Committee be provided with

definite tnrormation on this matter.

Sincerely yours,

nigneJ/3-26-70

John C. Stennis

TEB:pab

•
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OFFICE OF THE SECRETARY OF DEFENSE
WASHINGTON, D.C. 20301

March 31, 1970

Honorable John C. Stennis
Chairman
Committee on Armed Services
United States Senate
Washington, D. C. 20515

Dear Mr. Chairman:

Secretary Laird has asked that I acknowledge
receipt of your letter regarding the application
of Section 203 to Independent Research and
Development.

Your letter is receiving attention and you will
be advised further as soon as possible.

Sincerely,

Richard G. Capen, Jr.
Assistant to the Secretary

for Legislative Affairs

•



4

2713

DIRECTC.)2 OF DE!LNSE RESEARCH AND ENG;NEERiNG
D C. 20301

Honorable John C. Stennis
Chairman
Committee on Armed Services
United States Senate
Washington, D. C. 20515

Dear Mr. Chairman:

You have asked for information as to whether the Department of
Defense considers that section 203 of Public Law 91-121 approved
November 19, 1969 is applicable to that portion of FY 1970 appro-
priations involving independent research and development, bid and
proposal, and technical development.

Section 203 provides as follows:

"SEC. 203. None of the funds authorized to be
appropriated by this Act may be used to carry out
any research project or study unless such project
or study has a direct and apparent relationship to
a specific military function or operation."

This section was added to the bill as a part of a floor amendment
which also made certain dollar reductions in authorization for RDT&E
appropriations. The entire debate focused solely upon research
projects and studies entered into directly by the Department of
Defense that were said to be irrelevant to the proper Defense functions.
At one point in explaining  the proposed dollar reductions, the proponent
of the amendment stated:

"The purpose is to make a modest cutback in the
Department's funding of Federal Contract Research
Centers--the so-called think tanks--other social
and behavioral science research, foreign research,
the Department's aid-to-education program, project
Themis, and research on counter-insurgency matters."
115 Cong. Rec. S9612 (Daily Ed., Aug. 11, 1969).
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Further, the proponent in explaining what is now section 203 indicated
that it would help illustrate the intent of the proposed dollar reductions
(115 Cong. Rec. S9725, Daily Ed., Aug. 12, 1969). The remainder of
the debate dealt only with the dollar reductions proposed, focusing
primarily upon the social and behavioral sciences. There was never
any mention in the course of this debate of independent research and
development, bid and proposal or other technical effort and no indica-
tion that section 203 was intended to impact any such programs.

The House Armed Services Committee included an identical section
in the House bill and confirmed the view that section 203 affects only
research conducted directly by the Department of Defense by its
report stating:

"The addition of this section reflects the views of the
committee to insist that whenever research and
development projects are entered into by the Depart-
ment of Defense, there must be direct relationship
between such projects and defense efforts." H. Rep.
No. 91-522, at 106 (Sept. 26, 1969)remphasis addedl.

The Department of Defense implementation of section 203, which was
undertal.zen after full consultation with the General Accounting Office,
reflects this interpretation.

It should be noted that Public Law 91-121 also includes section 403
that deals expressly with independent research and development
costs and limits payments for such costs, as well as bid and proposal
and other technical effort costs, to 93% of the amount budgeted for
such purposes. Section 403 was originally added to the bill ;as section

405) by a floor amendment in the Senate. In the course of the debate

it was abundantly clear from the statements of the proponent of the

amendment that independent research and development, bid and pro-

posal and other technical effort programs were clearly distinguishable

from a directly Government contracted R&D Program, and were to be
separately limited by the amendment. It was also clearly understood

that independent research would not necessarily have in all cases a

direct and apparent relationship to military functions (115 Cong. Rec.

S10654 et seq., Daily Ed., Sept. 16, 1969).
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The Department of Defense implementation of section 403, which
was also discussed with the GAO, reflects this interpretation.

In summary, it is the view of the Department of Defense that the
provisions of -77=611 T03 have no application to the separately limited
independent research and development, bi a-a-Th proposal and ot er

technical e ort programs referred to in sec ion

Fis7

John S. Foster, Jr.
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