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Wasmwerox, D, C., July 81, 1917.

The following recommendations on contracts and costs have been
approved for submission to the departments of the Government by
an interdepartmental conference composed of the following members:

DEPARTMENT OF COMMERCE.

Chairman: Mr. J. Lex Nicmorsox, Chief of Divigon of Cost Accounting, Burenu
of Fareign and Domestic Commerce,
Mr, BurweLl 8, Qurner, Acting Uhief, Furean of Foreign and Domestic Cotnmerce.

DEFARTMENT OF WAR.

Maj, Gen. H. 3. Buarre, Quarterieaster Genera],

Col. I, W, Lrrrery, Qffice of the Quartermaster Geanerel,

Ligut. Col. H M. Lonp, Office of the Quortermaster General.

Maj. Woizax Kxizx, Offico of Chief Enginear,

Licut. Col. J. E. Horrer, Ordnance Department, Gun Divigion.

Maj. L. W. Buyrm, T, 8. B., Ordnance Depariment, Oost. Accounting Section, Finance
Dhivision. 7

Capt. A. M. Horconme, U, B, R, Ordnance Departinent, Small Avmy Division,

Capt. A, P, Qenory, . B, B, Ordoance Pepartmant, Legal Section, Finanee Division,

Capt. E, A, Hasmrow, U, B K., Ordneoce Departmont, Purchase and Contracts
SBection, Gun Divisen,

Uapt. E. A. Baeraarn, U. 8. B., Ordoance Department, Small Arma Divigon,

Capt. A. E. Dowxex, T. 4. RB., #ignal Corpa.

DREFPARTMENT OF THE NAVY,

Navel Constructor . H. Lunaraxn, Burest of Construction and Bepadr,
Pay Inspoctor Davie Porrer, Compenmtion Taand,

Paymester G. P. Aorn, Burean of Bupplice and Accounts, .

Civil Engineer ¢, I, Tuoeser, Burent of Yards and Docks,

Lient, H, T. D¥er, Burean of Bt Enpinearing,

Ligul, N, W, PicgErmvg, Bureau of Ordpance.

Mr. . B. Asppowy, Buren of Supplies and Accounts,

FEDERAL TRADE COMBIRSION.

Mr. Faanons WaLKER,
Mr. B. W. GABDINER,
Mr. Ih. L, Wine,
COTNCIL OF NATIORAL DEFRANSE,

Mr. W. B. Gee, Aircraft Production Board.
Mr. B. L. Moxruouxery, Aircraft Production Board.
M:. J. H. Hansrg, Legn] Committes, Alreraft Production Board.

COTUNCIL OF NATIONAL DEFENSE—WAR INDTSTEIES BOARD,

Mr. J. E. Sreraert, Accountancy Committec.
Mr. A. W. TegLE, Accountaney Committee,
Mr. H. A. Nugs, Accountancy Committes,

Becretary: Mr. H. P. Batoemax s, Inatitute for Government Ressreh,
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UNIFORM CONTRACTS AND COST ACCOUNTING DEFINITIONS
AND METHODS.

RECOMMENDATIONS ON CONTRACTS,

These recommendations are intended to suggest to contracting
officers some of the broad legal and equitable points involved in war
contracts, and to expresa the preference of the conforence for a straight
purchase-and-sule confract at u fixed price, minee it is simpler in
terms, easier to work under, and generally apeaking, productive of
better and guicker resulta. The British Government, after several
years’ experience, has discarded the cost-plis contract plan and
adopted the straight purchese-and-sale contract in every instance
possible. Tt is not proposed to go into the large question of poliey
involved in attempting to prevent demorslization of markets by ex-
cessive eompetition. Suffice it to say, that tho Government can fur-
nish material and component parts nnder either a fixed-price or a cost-
plus contract, and thus profect markst conditions by purcheses in
bulk. -

Recommendations and brief diseuvasion fellow:

E. It is recotnmended that, in every instance whers fair terms can
be obtained, contracts should ba in the form of straight purchase
and-sale contracts i fixed prices,

In the determination of “fair terms” for fixed price contracts, the
contractor, in so far as posaible, should be required to state the cost
and other factors upon which his price is based; such representations
to be the subject of investigation hy the contraeting officer prior to
the final execution of the contract, and if fuund to be ineorrest, the
price to be adjusted accordingly.

What constitutes “‘fair terms’ can be arrived at only by considera-
tion of many factors, such as:

(1) The quality and quantity of the articles purchased.

{2} Whether or not the plant is adaptable to business other than
war businesa,

(3} The duration of the job and the length of timae the contractor's
plant and capital will be tied up. Alsc the amount of capital tied
up in comparison with the perticular output contracted for.

(4) The possibility of fluctuations in material and lahor costs with
attendant risk to the contractor.

(5) Loss in commercial business by teking Government work,
which must be given precedence; disarrangement in plant organiza-
tion and labor conditions.

M194630



4

(8) Com’piriéon with prices of other menufacturers, competitive
bidding, etc.

(7) The prouperity of the trade and of the particular contractor.

In certain instances whera the article is stundard, ordered in bulk,
deliverable promptly, a profit amounting to 10 per cent of costs is
unreasonably high. In other instances where the quality of the job
is high, the quantity small, or whore the job ties up the contractor’s
plant and capital for & long period of time, or where the material
and labor risk is considerable, or for other similar reasons, such 10
per cent profit may well be unreasonably low.

Again, in agreeing upon * fair terms"” the following factors should be
considerad, any or all of which greatly aid the contractor and should
tend to lower the price.

(1) United States to supply material or component parts.

(2) United States to readjust price in the event of fluetuations in
price of material or eomponent perts resulting in increased costs.

(3) United States to readjust price in the event of labor disputes
resulting in inereased labor costs,

(4) United States to make frequent paymenta to reimburse the
contractor for expenditures for material, component parts, or the
like,

To skimp fair terms will inevitably tend to cause contractors to
lose interest in productisn and disturb general business conditions.
Fair terms can only be determined hy consideration of these gencral
principles as well as the special factors indicated above that may
apply fo the particular production contracted for.

II. Tt is recommended that a standard form of siraight purchase-
and-sale contract at a fixed prica be adopted for use wheraver
practicable. Tt should coniain clavses which will deal with the
following subjecta:

(1) Method of delivary; ctoraga of produetion; shipment to point
designated.

(2) United States to pay for raw material when delivered to
contractor,

(3) United Statos to have tha right itself to supply material and
component parts,

{4} United States to adjust price on incressed material costs
above estimated ecosts, !

{5) United States to adjust price on incresse in labor coste,

(6) Liguidated damages,

(7) War clause termination.

Although a straight purchase-and-sale contract for a fixed price
adjusted as indicated is greatly to be preferrad, nevertheless in
numeroys instances the United States will be obliged to obtain pro-
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duction by paying for the entire eost of the same and in addition
a fair profit to the econtractor. Such cost-plus contract may be
necessary under the following conditiona:

{1) Where the production iz novel and the contractor has had
no past experience wpon which to base a price; for example, steel
helmaets, large caliber gung and shells for same, seroplane motors,
and the like,

(2) Where the production involves difficult and complicated manu-
faeturing effort subject (o changing plans and epecifications, or
wide fluctuationa in material costs; for axample, eteel and wooden
ghips, seroplanes, optical glasswork, and the like.

(3) Where the contractor, though deserving of confidence, lacks
sufficiant working capital and plant equipment to carry through
the joh,

{4) Engineering or building jobs for which the cost-plus eontract
has for many years been standard,

It must be horne in mind that & cost-plus contract establishes a
relation of trust between the United States and the contractor, in
which the contractor is legally respensible at all times to work in
the interest of the Tmited States and receive no profit beyond that
definitely specified it hia contraet. For all excesaive costa, hidden
profits m the form of depreciation, overhead, discounts, snd the
like, the United States may refuse to pay, or if the contractor has
thereby profited may sue and recover. Practically, however, the
interests of the United States and the contraetor are inevitably
opposed if the profit is based upon a parcentage of coat.  The tempta-
fion is great to the contracter to inflate his own costs, as well as the
costs of subcontrastors, and tho task of the United States is difficult
and burdensome in checking and determining proper costa.

III. It is recommended thst in cost-plus contracts a fixed profit
of & defnite sum of monay per article ba agreed upon instead of a
percentage of cost.

Such fixed profit can be arrived at by taking a percentage, say 10
per cent, of the estimated cost of each article or the entire job.
In instances where estimates of cost are impracticable it becomes
of paramount importance to choose w contractor in whose integrity
the United Statey may have the fullest confidence. Where a fairly
close estimate can be made of the cost of the article or job, upon
the completion of the contract, the actuel cost can be checked against
the agreed estimate and the contractor permitted to share in the
saving, or be charged with part of the excess of cost, depending
upon the outcome. Buch an arrangement stimulates the contractor
to gave costs and time, because the twoe go together. This cost-
plus adjustable fixed-profit contract unquestoinably affords the Gov-
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emmment the greatest protection in cost-plus contracts. Great care
should be used in fixing the estimated price, which, if too high, may
result in giving the contractor & profit entirely undeserved.

IV. It is recommanded that in cost-plus contracts the fixed profit
agreed on be subject to adjustment, so that the eontractor may share
in the saving of, or ba charged with part of the excess of, actual cost
over estimated cost, i

In some instances the contractor may agree Lo pay for all excess
over a certain named figurs of cost, and the advantage to the United
States in such an arrangement ia too obvious for comment.

In the determination of costs, direct labor and direet material are
ensily ascertainablo; it s the indireet charges to the job, ovarhead
and depreciation, that present difficultics, To contract to pay a
proper chargs for overhead and depreciation leaves the door wide
open for endlesa discussion, and it is supgested that wherever possible
the amount of these items be tentatively fixed in advance, based on
definite representations of the contractor as to the amoeunt of fixed
capital assata to be depreciated and the estimated overhead. Such
amounts should always be subject fo revision in case such representa-
tions prove to be incorrect. This puts it up to the confractor to
make ap honesi representation and provides ampla opportunity to
check the same. It is of the uwtmost importance that standerdized
forms of contract as well se standurdized methods of determining
costa be spplied to this elass of contracts. Such standardization will
produce clarity in the relation between the contractor and the United
States and will fix pracedents of construction for certain clauses and
terme. Standerdization will aleo afford great protection to the Tnited
States, not alone presently in determining points of difference but
also in Counrt of Claims suits that may arise.

V. It is recommended thet a slandard form of cost-plus contract
be adopted for use wherever practieable. As conditions necessitata
changes, the form of such standard contract can be changed to suit.

STMMARY OF RECOMMENDATIONS."

I. It is recommended that in every instance where fair terms can
be ohtained, contracts should be in the form of straight purchase-
and-sale contracts ut fixed prices.

II. Tt is recommended that a standard form of straight purchase-
and-sale contract at a fixed price he adopted for use wherever practi-
cable containing special war alauses.

IT1. Tt is recommendad that in cost-plus contracts a fixed profit
of 8 definite sum of money per articla be agreed upon mstead of a
percentaga of cost.

s Standard forins of cost-plis and Axid-pries contracts will be found fn the appendix.
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" IV. It is recommended that in cost-plus contracts the fixed profit
agreod on be subject to adjustment, so that the contractors may share
in the saving of, or be charged with patt of the excess of, actual cost
over estimated cost.

V. It is recommended that a astandard form of cost-plus contract
be adopted for use wheraver practicable.

RECOMMENDATIONS ON COST-ACCOUNTING METHODS.

The chief purpose of these revommenduntions is to assist the pur-
chasing departments of the Government, and manufacturers and
coniractors who are contracting on & ‘“oost-plus profit” plan, or on &
“fixed-prica’ plan, in whieh the pries iz io ba determined after an
investigation of aosta.

The recommendations are intonded to be of & suggestive nature,
and should beused wherevear the confract or rules issued in eonneotion
therewith do not give full information on ecsta.

It is hoped that the information contained herein may materially
assist all engaged n vorifying eosts for the Government, and also point
out to the eomtractors what elements to use as costs and how to
summarize and present the costs to the Government inspectors.

GENERAL DEFINITIOR ©OF COSTE.

It is recommended that the following general definition of costs
be included as part of the contracts, subject to such interpretation
gs may be cutlined by the contracting or accounting officers: '

Cost, as nsed herein, is defited as follows:

(1} Cost of material and supplica defimitaly escertainable as
entering into or expended i the preduction of the articles contracted
for hersunder. : :

(2} Cost of all direct labor definitely ascertainable as employed
in the production of the articles contracied for hereunder.

(3) A fair proportion of overhead exgenses. Bg' the term ‘over-
head expenses’ 13 meant the indirect labor and other manunfacturing
expenses, and the peneral and sdministrative expenses applicable to
a.n& necessary in cohnection with the production of the articles
contracted for hereunder. It does not include (among other items)
the following: Intereat, rent, advertising, collection expenses, credit
losses and customers’ discounts, and such taxes as income and
excess profita taxes imposed by the United States Government,
[Interest, rent, and selling expenses will not be allowed as part of
overhead coat, but may be the subject of special compensation when
go stipulated in the contract.]

Note.—Notwithstanding the foregoing, char may be made
“direct” or as “overhead” in accordance with the usual methods of
cost keeping adopted by the contractor provided that charges are
not made ‘' direct” in Government work, when similar charges for
other work done by the contractor are mada ss “ overhead."”



