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Speaker of the House of Representatives 
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The General Accounting Office has made a review of the costs of 
bidding and related technical efforts charged to Department of Defense 
and National -4eronautics 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 s u m -  
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 a s  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, a r e  engaged simultaneously in 
the preparation of bids and proposals and the conduct of independent 
research and development. 
nical efforts. For the larger contractors, including Lockheed Missiles 
& Space Company, agreements a r e  negotiated in advance covering the 

These two activities involve similar tech- 
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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 a r e  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 r e -  
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. 
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. 

For the past several years, 
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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. 

W e  recognize that the many facets of the bid and proposal problem 
deserve intensive consideration before revised procedures a r e  estab- 
lished. However, we a re  concerned that, in the meantime, contracting 
and auditing officials will continue to be faced with the need to interpret 
the procurement regulations in the a reas  covered by this report. In our 
opinion, the planned study should be expedited. 

We therefore a r e  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 a re  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 a r e  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, 

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 
7 

INTRODUCTION 
The General Accounting Office has made a review of the costs' '< 

of bidding and related technical efforts incurred by contractors L -  

and charged to contracts awarded by the Department of Defense (DOD) 
and the National Aeronautics and Space Administration (NASA). 
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. 
6 7 ) ;  and the authority of the Comptroller General to examine con- 
tractors' records, as set forth in 10 U.S.C. 2313(b). 

Our 

This report is concerned with the need for improved control 
over the costs of contractors' bidding and other technical efforts 

absorbed by the Government. 
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 

The report is based mainly on our 

concerning a long-standing probl-em area For which a solution had 
not been developed, 
determining the types of technical efforts included in bid and pro- 
posal expense which was claimed in the overhead rate charged to 

The examination was directed primarily toward 
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Governmentz, con t rac t s .  We reviewed LMSC's p o l i c i e s  and procedures 

t o  account f o r  and claim reimbursement of such expenses and t h e  

c o n t r o l s  e s t ab l i shed  and su rve i l l ance  maintained by t h e  Government. 

W e  reviewed p e r t i n e n t  Government r egu la t ions  and d i r e c t i v e s  and t h e  

dec i s ions  reached by Government nego t i a to r s  as t o  t h e  a l l o w a b i l i t y  

of  bidding and r e l a t e d  cos t s .  

We reviewed p r i n c i p a l l y  t h e  bidding and r e l a t e d  costs per ta in-  

ing  t o  s e l e c t e d  p r o j e c t s  included i n  LMSC's claim f o r  reimbursement 

of overhead c o s t s  f o r  i t s  f i s c a l  year ended December 30, 1962; how- 

ever, w e  a l s o  reviewed some p r o j e c t s  i n  overhead claims f o r  p r i o r  

and subsequent years  t o  s a t i s f y  ourse lves  t h a t  t h e  condi t ions  i n  

1962 were no t  unique. 

. -- :, , Our review f o r  1962 included 140 of t h e  390 work o rde r s  in-  
. 5.' 

-.; volving  $3,234,000 of the  t o t a l  cost of $3,832,000 of bidding and 

r e l a t e d  t e c h n i c a l  e f f o r t s  incurred during t h a t  year .  Bidding and 
. -  

I ..,> 

' I  r e l a t e d  c o s t s  are included i n  LMSC's overhead (Contract and Admin- 

i s t ra t ive  Expense) claim, which t o t a l e d  $30,331,000 f o r  1962. T h i s  

claim s t i l l  had not been f u l l y  s e t t l e d  by t h e  Government a s  l a t e  as 

January 1967. Our review was l imi ted  t o  bidding and r e l a t e d  c o s t s  

and d id  not include a review of any o ther  c o s t s  i n  DISC'S overhead 

claims. 



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. 

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 

A minor portion 

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. 
IRSlD 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 f o r  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- 
nlaering data and cost data necessary to support the con- 
tractor's bids or proposals. 
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." 

Bidding costs of ths cur- 
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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 custoner agencies solicit proposals from 

LMSC and other contractors for studies, des-ign, and developinent of 

satellites, missiles, and their coxponents. Form4a1 solicitations 

are made in the form of a request f o r  praposal (RFP)' issued by 
authorized contracting officers. LMSC not only replies to RFP's 
but also initiates unsolicited proposal efforts, some of which are 

submitted to customer agencies, and undertakes engineering stud- 

ies--referred to as preproposal efforts--to develop its own capa- 

bility to bid for n82w work. 
LMSC as: 

Preproposal efforts are defined by 

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

The costs of these efforts are charged to bid and proposal expense. 
In additioa, during 1962 LMSC established a new category of 

costs related to bid and proposal expense which it designated 3 s  

"contract capability costs." 
of: 

These costs are defined as the costs 

'I*** that effort devoted to sustain contin-uity 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 

'The term "request for proposal (EFP)ll as used in this report is 
to be interpreted to include reference to "request for quotation.'' 

4 



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 fol lows:  

Direct Costs of 
Bidding and Related Efforts 

Bid and proposal Contract 
P repropo sal Bidding capability Total Year 

1960 $ 561,000 $ 743,000 $ -  $1 , 334,000 
1961 1,020,000 1 , 209,000 - 2 , 229,000 
1962 1 ,063,000 2 , 404,000 360,000 3,832,000 
1963 2,668,000 2 , 169,000 204,000 5,041,000 

1965 4,839,000 2,57 2,000 301,000 7;712,000 
1964 3,686,000 1,844,000 69,000 5,599,000 

A s  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. 

for 1962 amounted to $824 million. 

LMSC's sales 
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Subsequent to 1962, an increasing proportion of LMSCis 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 wsre nade under fixed-price-type contracts. 9.x- 
ing that year total sales amounted tc about $601 million, of which 
99.97 percent were to the Government. 

Tine 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. 

services negotiation team headed by a representative of the Air 
Force Systems Command, A n d r e w s  Air Force Base, Washington, D.C. 

Th2 overhead rates are negotiated by a joint- 

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 EFFORTS 
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. 

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. 

We, as well as 

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 LMSC, 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 IRScD program is subject to reduced reimbursement by 

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

posal expense may be accepted without limitation. 

7 



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 MSC, 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. 
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. 

nizant auditor has questioned a significant portion of the bidding 

and related costs claimed by LplSC in recent years, the Government 

negotiator has allowed virtually all such costs. 

The contractor's claim is reviewed by the cognizant 

Although the cog- 

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 Sidding costs are allowable if they are rea- 
sonable. Reasonableness is defined in paragraph 15-201.3 in the 
ASPR as: 

"A cost i s  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 
c o s t s  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 upor? 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 wo.lld 
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 nay unj7.m- 
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" prov i s ion. 

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. 
forts are similar to independent research and development efforts, 

and, in our opinion, it is not clear whether they should be 

These ef- 
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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. 

a 75-25 percent basis, respectively, subject to a ceiling amount 
established for the Government's share. The  following schedule 
shows the  Governnent share ceiling, the total IR&D expenses 

The cost sharing between the Government and ZMSC has been on 



incurred, and the amounts allowed by the Government negotiator in 
overhead negotiations: 

Total IR&D Allowed in 
Government expense overhead 

Year share ceiling incurred negotiations 

1960 $3,422,000 $ 4,390,000 $3,208,000 
1961 3 365,000 4,337,000 3,121,000 
1962 5,17 5,000 6,7 93,000 5,076,000a 
1963 5,981,000 8 425,000 5,98 1,  OOOa 
1964 7 ,471 ,000  10,823,000 7,471,000 
1965 6,764,000 11,703,000 Not yet 

negotiated 

a Although 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 prs- 
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. 

LMSC's 1960 claim, he questioned $561,000 of preproposal costs and 

$743,000 of bidding expenses. 

opinion that the preproposal costs were very similar to IR&D and 

For 

The Government negotiator was of the 



should be subject to a cost-sharing arrangement similar to the ad- 

vance agreement negotiated f o r  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. 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. 

1 

The auditor, for LPlSC'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 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 Government negotiator considered $650,000 of 

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 c o s t s  claimed by MSC. 

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 
ZMSC's study on a spacecraft bus, $54,000 for a mock-up display not 

needed, excessive proposal activity f o r  NASA in relation to volume 

He questioned 

Lockheed Aircraft Corporation, in comments dated 9-26-66 
(app. 111, 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 IRSrD. 

1 
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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 €or 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. A s  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. 

recpgnized 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. 

He 

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 a11 
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. 

of time because of the l o s s  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. 

1967, LMSC's overhead claims for 1962 and 1963 had not yet been 

completely settled. 

This problem is compounded by the passage 

Thus, as of January 27, 

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 DOL) 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. 

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). 

Because various types of technical ef- 



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. 

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. 

The report showed that the total bidding costs of all bid- 

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 a l l o -  

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 
1 9 6 2 .  

costs we reviewed for 1962 either were similar to IR&D effort costs 
In our opinion at least $1,936 ,000  of the $3 ,234 ,000  of 

or were not clearly necessary to support the contractor's bids and 

proposals. These costs are summarized in the table below and are 

discussed in the sections of the report that follow. 

Type of cost 

Preproposal efforts 
Studies pursued after notification 
that Government not interested: 

Spacecraft bus 
Titan I11 upper stage 
Synchronous Orbit Comuni-  
cation System 

Engineering studies before and 

Contract capability 
after proposal period 

Amount 

$1 ,068 ,000  

$111,000 
38 ,800  

4 , 3 3 6  154 ,136  

354,336 
359 ,755  
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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 fo r  such studies. 

p, 5 .> 
forts, were initiated to investigate and develop data on given 

projects or program areas. 

(See 

These studies, generally referred to as preproposal ef- 

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 arid 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 o f  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 
p a r t :  

"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 w i l l  have as its objective a firm rec- 
ommendation on Lockheed's [LMSC's] course of action with 
regards to developmental proposals t o  NASA and the USAF." 

The June 25, 1963, revision of the work order described the 

preproposal effort, as fo l lows:  

"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 €or 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. 

posal expense and ultimately allocated these costs to Government 

contracts. 

LMSC charged the costs of the study to bid and pro- 



The October 1 2 ,  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. t: 

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 f o r  future proposals in various 
fields. The preproposal efforts extended over many months. They 
were not specifically directed toward responding to requests fo r  

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 

fo r  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,/300 claimed by 
LMSC for 1962 and 1963, respectively. (See p. 5.) 
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A s  s t a t e d  on pages 11 through 1 3 ,  t h e  A i r  Force a u d i t o r  ques- 

t ioned ,  and t h e  Government nego t i a to r  disal lowed,  t h e  c o s t s  of t h e  

spacec ra f t  bus p r o j e c t  i n  LMSC's overhead claims f o r  1962 and 1963. 

However, t h e  aud i to r  d id  not quest ion t h e  f a c t  t h a t  LMSC's overhead 

claims included c o s t s  incurred  on t h e  T i t a n  I11 upper s t age  p r o j e c t  

and t h e  synchronous o r b i t  communication system p r o j e c t  a f t e r  LMSC 
had learned t h a t  t h e  Government was not i n t e r e s t e d  i n  LMSC's pro- 

posa ls  on t h e s e  two p r o j e c t s .  

had not  disallowed c o s t s  incurred on the  l a t t e r  two p r o j e c t s  which 

w e r e  included i n  LMSC's overhead claims f o r  1962 and 1963. 

The nego t i a to r  advised us t h a t  he 

Following a r e  the  d e t a i l s  o n  these  three p r o j e c t s .  

Spacecraf t  bus f o r  lunar  l o g i s t i c s  system 

On August 1 ,  1962, NASA issued a reqiiest f o r  proposal f o r  a 

s tudy of  a spacec ra f t  bus €or a lunar  l o g i s t i c s  system. 

mi t t ed  a proposal  on August 1 7 ,  1962.  The d i r e c t  c o s t s  incurred  

f o r  t h i s  proposal  e f f o r t  t o t a l e d  about $4,000.  

N A S A f s  eva lua t ion  of t h e  proposa l ,  LMSC undertook a review and ex- 

tens ion  of  the  work submitted i n  t h e  proposa l ,  including design 

conf igura t ions  and concepts.  The s tudy c o s t s  during t h i s  wai t ing 

per iod  t o t a l e d  about $2,000. On September 6 ,  1962,  NASA n o t i f i e d  

LMSC t h a t  I t  was nego t i a t ing  a con t rac t  f o r  t h e  study of  the  space- 

c r a f t  bus with another  company. The Government pa id  t h i s  success-  

f u l  b idder  $178,448, p lus  a f ixed  f e e  under t h i s  c o n t r a c t .  

LMSC sub- 

While wait ing f o r  

Eleven b idders  responded t o  t h e  r eques t  f o r  proposal  f o r  a 

s p a c e c r a f t  bus. NASA considered several of t h e  con t rac to r s  i n  i t s  

f i n a l  eva lua t ion .  

and was n o t i f i e d  on September 6 ,  1962, t h a t  t h e  con t rac t  was being 

awarded t o  another  company, it continued with i t s  s tudy of t h e  

s p a c e c r a f t  bus. During Septernber 1962, LMSC s t a r t e d  the  3-month 

Although LMSC w a s  not  one of those considered 
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study t h a t  it had o u t l i n e d  i n  i t s  August 17 proposal .  

ber  1962 LMSC made a t e c h n i c a l  p resen ta t ion  of i t s  f ind ings  t o  

NASA. LMSC continued i t s  s t u d i e s  on t h e  spacec ra f t  bus u n t i l  t h e  

middle of May 1963. I n  t h e  t a b l e  below, t h e  t o t a l  c o s t s  LMSC in-  

curred t o  perform t h e  study are compared with t h e  success fu l  bid- 

d e r ' s  proposed con t rac t  cos ts .  

I n  Decem-  

LMSC Successful  b i d d e r ' s  
c o s t  proposed c o s t  

Di rec t  Labor $131,092 $ 64,754 
Computer and o t h e r  c o s t s  39,573 36,523 

T o t a l  d i r e c t  charges 

Overhead 

To ta l  c o s t  

$170 , 665 

108 ,700a 

$279,365 
I__- 

$101 , 277 

76,167 

$177 ,444b 

Estimated by GAO 

Tota l  con t rac t  cost  bras $178,448 exclusive of  fee.  

a 

b 

LMSC charged t h e  d i r e c t  c o s t s  of t h e  proposal  e f f o r t  and the  

subsequent study e f f o r t  t o  a s i n g l e  b i d  and proposal work o rde r .  

No overhead w a s  appl ied t o  t h e  work order .  

s tudy i n  1962 and 1963 w e r e  about $111,003 and $60,000, respec-  

t i v e l y .  

The d i r e c t  c o s t s  of t h e  

T i t a n  I11 upper s t a g e  

LMSC, i n  1962, incurred  d i r e c t  c o s t s  of  about $38,800 on a 

proposal e f f o r t  f o r  t h e  T i t a n  I11 upper s t age  a f t e r  it had been 

n o t i f i e d  by t h e  Government t h a t  t h e  design and development of t h e  

veh ic le  had been assigned t o  another company. LMSC pursued t h e  

s tudy f o r  about 5 months and then terminated t h e  e f f o r t  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 I11 upper stage. On April 1 2 ,  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 T i -  

tan I11 told the LMSC representative that the A i r  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 Secause 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 19, 1962 ,  

LMSC made a presentation of the preliminary study to the cognizant 

Government Review Committee. In September 1962 ,  after LMSC had 
charged $42,998 to bid and proposal expense, the effort on the Ti- 
tan I11 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 f o r  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 Sunds were not available for that program, LMSC continued 
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its effort on the synchronous orbit proposal for several weeks and 

incurred additional direct costs of $21,000. 

$4 ,336  was charged to 1962 costs and the remainder to 1963. 

proposal was submitted by LMSC. 

Of this amount, 

No 
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Engineering s t u d i e s  be fo re  and 
a f t e r  t h e  proposal  per iod  
charged a s  b idding  c o s t s  

For 1961, 1962,  and 1963 ,  LMSC claimed about $1,527,000 as bid-  

ding  c o s t s  incurred  on four  p r o j e c t s  w e  s e l e c t e d  f o r  review; about 

$777,000 of t h e s e  c o s t s  were incurred  before  r e c e i p t  of r eques t s  

f o r  proposal (RFP) o r  a f t e r  submission of t h e  proposal. '  

c o s t s  were p a r t  of t h e  t o t a l  bidding c o s t s  of $1,209,000, 

$2,404,000 and $2,169,000 claimed by LMSC f o r  1961, 1962, and 1963, 

r e spec t ive ly .  (See p. 5 , )  

These 

As stated on pages 11 through 13, t h e  A i r  Force a u d i t o r  ques- 

t ioned s u b s t a n t i a l  amounts of bidding c o s t s  included i n  LMSC's 
overhead claims f o r  1961 through 1963. However, t h e  Government ne- 

g o t i a t o r  r e i n s t a t e d  and allowed almost a l l  such c o s t s  claimed f o r  

those  yea r s .  

LMSC incurred  the fol lowing c o s t s  on t h e  

1961 through 1963: 

Direct Bid and Proposal Expenses 

Before During Af t c t t  
release proposal submission 

Project of RFP period of uroposal 

RIFT (note a) $66 3,385 $275, R66 $23,460 
NOVA Vehicle System 

Study 32 ,401  236,960 15,056 
Missile B 22 ,921  183,648 8,635 
MMRBM (note b )  3,005 53,35-3  8,330 

Total $7211713 $7!~9,827 $5aB! 
aReactor-in-flight-test 

bMohile medium range ballistic missile. 

1 

four  projects dur ing  

Costs outside 
proposal -_ Total period 

$ 962 ,712  $6 86 , 846 

284,417 47,457 
21 5 ,204  31 , 556 
64,688 11,335 

$l.527 ' $777.194 

I The t e r m  " a f t e r  submission of proposal" a s  used i n  t h i s  r e p o r t  i s  
t o  be i n t e r p r e t e d  t o  mean subsequent t o  any requi red  postproposal  
p resen ta t ion .  
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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 €or  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.) 
Anhlysis o& one of these projects, the RIFT proposal effort, 

shows that LMSC, in inticipation of the release of an RFP, started 

engincrring s tudies  on a proposhl in July 1961. 

RFP on this progrsm in two phases. The RFP €or 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. 
agement proposal was nominal. 

NASA issued the 

Me were informed that the cost of preparing the man- 

On February 26, 1962, after eval-uating the management propos- 
als, NASA released the RFP f o r  Phase I1 to the three qualified con- 

tractors selected under the earlier phase. LE4SC, as one of the 

selected contractors, submitted its cost and technical proposal for 

Phase I1 on March 26, 1962,  and made a required oral presentation 

to NASA on April 11, 1962.  

the last charge being recorded in February 1963. 

Contract capability costs 
charged to Government contracts 

DISC continued the study effort with 

In 1 9 6 2 ,  LMSC charged about $360,000 to Government contracts 
for what it termed sicontract capability costs." Lz"ISC 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: 

''*yc* that effort devoted to sustain continuity 0f the 
proposed program subsequent to submission of the pro- 
posal-, but prior to and in anticipation of the contract 
award. This activity includes: 

a. 

b. 

C. 

d. 

e. 

Consolidation and finalization of technical data and 
reports generated during the proposal effort. 

Retention of the basic team commitment made to the 
customer insofar as it is practical and feasible. 

Planning of complete staff and organizational require- 
ment s. 

Accumulation and presentation of additional informa- 
tion in support 05 the proposal or as requested by the 
customer. 

Preparation and submission of data, subsequent to con- 
tract awa-rd 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. 
15-107 recommends that, to avoid a possible dispute based on unrea- 

sonableness or unallocability, the contractor should seek agreement 

ASPR 
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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. 
IMSC d i d  not seek or obtain Government approval in advance of 

incurring contract capability costs. For 1 9 6 2 ,  it claimed costs on 

the following four mzjor projects. 

Proiect Direct costs 

RIFT $ 69,145  
NOVA Vehicle System Study 275 , 534 

1 , 3 2 2  Integrated Mission Control Center 
Missile €3 13 ,754  

$359 * 755  
.____ 

In 1 9 6 3 ,  LMSC claimed an additional $5,000 as contract capability 
costs on these projects and $199,000  on three other projects. 

As discussed on page 2 4 ,  UISC 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 or! the same projects after the 

proposals were submitted. For example, on the NOVA Vehicle System 
Study, LNSC 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 

27 



$275,000 for contract capability on the NOVA Vehicle System Study 

after it was notified that it was an unsuccessful bidder on that 
project. 

On the NOVA Vehicle System Study, NASA invited proposals for 

a cost-sharing contract. 
finance costs of approximately $700,000. 
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 6 3  percent, of 
the total costs. 

NASA indicated that the Government would 
LMSC estimated that the 

After submitting the proposal on the NOVA Vehicle System 
Study, LMSC, without approval from NASA, proceeded with development 
studies on vehicle design. 
stated: 

The introduction to one of the reports 

"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. 

Direct costs 

Bid and proposal expense $284 , 000 
Contract capability cost 275,000 
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Thus, although U4SC w a s  not awarded the contract, it charged Gov- 

ernment contracts  almost as much €or its e f f o r t  on the NOVA Vehicle 

System Study 2 s  the $700,000 NASA indicated it would finance €or 

such a study. 

, 
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Contractor  comments and our eva lua t ion  

Lockheed A i r c r a f t  q.orporation (Lockheed) submitted comments on 

t h e  f ind ings  and proposals  fo r  c o r r e c t i v e  a c t i o n  included i n  our  

prel iminary d r a f t  r e p o r t .  The f u l l  t e x t  of i t s  r e p l y  i s  included 

as appendix 11. 

Lockheed s t a t e d  t h a t  i t s  review d id  no t  s u s t a i n  t h e  conclusion 

i n  our  d r a f t  r e p o r t  t h a t  t h e  c o s t s  discussed i n  the  r e p o r t  were n o t  

c lear ly  necessary t o  support  EMSC's b ids  o r  proposals  and, there-  

f o r e ,  were n o t  c l e a r l y  wi th in  a reasonable i n t e r p r e t a t i o n  of the  

ASPR d e f i n i t i o n  of bidding c o s t s .  Lockheed agreed t h a t  determina- 

t i o n s  as t o  reasonableness require a degree of  s u b j e c t i v e  judgment 

b u t  d i d  n o t  be l i eve  t h a t  t h i s ,  by i t s e l f ,  i n d i c a t e s  t h a t  a d d i t i o n a l  

guidance i s  requi red .  

I n  i t s  r e p l y ,  Lockheed presented j u s t i f i c a t i o n  f o r  having in-  

cluded as bidding and r e l a t e d  c o s t s  t h e  va r ious  types of  expenses 

discussed i n  t h i s  r e p o r t .  Engineering and o t h e r  c o s t s  incurred  

p r i o r  t o  r ece iv ing  a reques t  f o r  a proposal were j u s t i f i e d  on the  

b a s i s  t h a t  without such e f f o r t  a f i rm has a minimal chance of  suc- 

c e s s f u l l y  competing f o r  Government c o n t r a c t s ;  t h a t  t h e  Government 

d i r e c t l y  b e n e f i t s  from t h i s  preliminary work i n  t h e  enhanced quak- 

i t y  of  t h e  proposals  i t  rece ives ;  and t h a t  t h e  Government through 

emphasis on increased  competit ion,  more rea l i s t ic  p r i c i n g ,  more 

completely def ined requirements,  and a higher  level o f  soph i s t i ca-  

t i o n  i n  systems management has made preproposal work necessary on 

the  more complex programs. 

Costs  incurred  a f t e r  proposals had been submitted and con- 

t r a c t s  had been awarded t o  o the r  companies, o r  a f te r  LMSC had been 

n o t i f i e d  t h a t  Government funds w e r e  no t  a v a i l a b l e  f o r  c o n t r a c t  cov- 

erage,  were j , u s t i f i e d  on the  b a s i s  t h a t  t h e r e  w a s  a p o t e n t i a l  f o r  

l a t e r  c o n t r a c t s  f o r  the  same o r  similar i t e m s .  



Contract  c a p a b i l i t y  c o s t s  incurred  between t h e  t i m e  t h a t  pro- 

posa ls  w e r e  submitted and c o n t r a c t s  w e r e  awarded were j u s t i f i e d  as 

being necessary t o  r e t a i n  personnel t o  provide t imely and effective 

performance i f  LMSC received the  c o n t r a c t s ,  

Lockheed's comments, of  course,  were based upon i t s  own i n t e r -  

p r e t a t i o n  of what w a s  al lowable under ASPR. 

p o r t ,  however, we be l i eve  t h a t  the  ASPR i s  no t  s u f f i c i e n t l y  clear 

and i s  s u b j e c t  t o  varying i n t e r p r e t a t i o n s .  W e  pointed o u t  how Gov- 

ernment a u d i t o r s  and c o n t r a c t  nego t i a to r s  disagreed on what w a s  a l-  

lowable under ASPR. Because ASPR requ i res  a considerable  amount of  

sub jec t ive  judgment on the  p a r t  of the  con t rac to r ,  both the  a u d i t o r  

and t h e  nego t i a to r  must evaluate the  p ropr ie ty  of t h i s  judgment. 

Evaluation of the  judgment of  o t h e r s  i s  d i f f i c u l t  a t  b e s t ,  but  the  

degree of d i f f i c u l t y  increases  as t i m e  passes af ter  the  judgment 

has been made. Since the  Government's a u d i t s  and nego t i a t ions  o f  

c o n t r a c t o r s '  overhead claims, inc luding  bidding and r e l a t e d  c o s t s ,  

are normally made a t  long i n t e r v a l s  a f t e r  incurrence of  the  c o s t s  

involved, the  a u d i t o r s  and nego t i a to r s  are not  i n  a favorable  posi-  

t i o n  t o  ques t ion  t h e  c o n t r a c t o r s '  judgments, 

The purpose of t h e  proposals i n  our preliminary d r a f t  r e p o r t  

A s  s t a t e d  i n  t h i s  re- 

w a s ,  t he re fo re ,  t o  reduce t h e  e x t e n t  of sub jec t ive  judgment re- 

qui red  by e s t a b l i s h i n g  a more p r e c i s e  s e t  of r u l e s  f o r  determining 

t h e  a l l o w a b i l i t y  of bidding and r e l a t e d  costs. 

showing several examples i n  t h i s  r e p o r t  of c o s t s  which i n  our judg- 

ment w e r e  n o t  c l e a r l y  necessary t o  support  LMSC's b ids  o r  propos- 

als ,  w e  recognize t h a t  o t h e r  persons may n o t  concur i n  our judg- 

ment. 

Although we  are 

S imi la r ly ,  t h e  l i n e  of  d i s t i n c t i o n  between bidding and pro- 

posa l  c o s t s  and IR&D c o s t s  may be very f i n e  and t h e  i n t e n t  of the  
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c o n t r a c t o r  may be an  important factor i n  deciding t h e  proper clas- 

s i f i c a t i o n .  

between t h e  beginning of an engineering e f f o r t  and t h e  d a t e  the  

c o n t r a c t o r  receives a reques t  fo r  a proposal i s  lengthy ,  o r  when 

an engineering e f f o r t  does no t  result  i n  t h e  submission of a b id  

o r  proposal .  

This  i s  p a r t i c u l a r l y  true when the  i n t e r v a l  of  t i m e  

Although t h e r e  w i l l  probably always be d i spu tes  between con- 

tractors and t h e  Government a s  t o  t h e  proper a p p l i c a t i o n  of ASPR 

provis ions ,  we be l i eve  t h a t  t h i s  problem would be reduced i n  the  

b i d  and proposal area by the  establ ishment  by t h e  Government of 

more s p e c i f i c  guidance as t o  a l l o w a b i l i t y .  

Agency comments 

The Department of Defense and t h e  National Aeronautics and 

Space Administrat ion a l s o  submitted comments on t h e  f ind ings  and 

proposals  f o r  c o r r e c t i v e  a c t i o n  included i n  our  prel iminary d r a f t  

r e p o r t .  Neither DOD nor NASA took i s s u e  wi th  t h e  f a c t s  and conclu- 

s ions  i n  the  d r a f t  r e p o r t .  Both agencies d i r e c t e d  t h e i r  comments 

s t r i c t l y  t o  our proposals  t o  c o r r e c t  the  condi t ions  w e  had de- 

scr ibed .  Thei r  r e p l i e s  are included as appendixes 111 and I V .  

I n  making our  proposals w e  recognized t h a t  DOD and NASA had 

been working on a r e v i s i o n  of procurement r egu la t ions  t o  provide a 

b e t t e r  means of c o n t r o l l i n g  the  c o s t s  charged t o  Government con- 

tracts  f o r  t echn ica l  e f f o r t s  of  con t rac to r s .  (See p. 14.) Conse- 

quent ly,  w e  proposed i n  our prel iminary d r a f t  r e p o r t  t h a t  DOD and 
NASA consider  t h e  matters discussed i n  our  r e p o r t  i n  t h e i r  proposed 

amendment of  procurement r egu la t ions  so as t o  con t ro l  and l i m i t  

charges t o  Government c o n t r a c t s  f o r  a l l  types of  c o n t r a c t o r s '  in-  

dependent t echn ica l  e f f o r t s .  We proposed a l s o  t h a t ,  pending sat is-  

fac to ry  amendment of  procurement r egu la t ions ,  DOD and NASA provide 
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a u d i t i n g  and con t rac t ing  o f f i c i a l s  wi th  in te r im guidance f o r  ensur-  

ing  p ro tec t ion  of  t h e  Government's i n t e r e s t s  i n  considering the  a l -  

lowa3 i l i ty  of c o s t s  of t h e  types discussed i n  t h i s  r e p o r t .  

I n  i t s  rep ly ,  DOD ind ica ted  t h a t  the  proposed r e v i s i o n  of  pro- 

curement r egu la t ions  had been determined t o  n o t  be an acceptable  

s o l u t i o n  and t h a t  it had been discontinued. DOD conceded t h a t  

t h e r e  had been some d i f f i c u l t i e s  i n  i n t e r p r e t i n g  ASPR but  t h a t  i t  

w a s  n o t  c l e a r  t h a t  these  d i f f i c u l t i e s  had had any widespread e f f e c t  

on c o s t  allowance. DOD pointed o u t  t h a t  the re  had been major 

changes i n  t h e  p a s t  5 y e a r s  i n  i t s  methods of i n i t i a t i n g  major pro- 

grams which undoubtedly cont r ibuted  t o  the  increase  i n  both IR&D 

and b id  and proposal c o s t s  but  t h a t  a t  t h i s  t i m e  t h e  cause and ef-  

f e c t  r e l a t i o n s h i p s  are no t  clear. 

Recognizing the  need f o r  e f f e c t i v e  management i n  t h i s  area, 

DOD advised t h a t  i t  w a s  planning t o  study the  na tu re  of b id  and 

proposal c o s t s  more thoroughly. Methods f o r  dea l ing  with t h i s  c o s t  

would then be adopted, which should provide the  necessary v i s i b i l -  

i t y  and d i s c i p l i n e  without l e s sen ing  t h e  c o n t r a c t o r s '  a b i l i t y  to  

respond t o  r eques t s  placed upon them by DOD. 

DOD a l s o  s t a t e d  tha t- - in  view of the lack of c l a r i t y  i n  the 

b id  and proposal a r e a ,  and i n  view of o t h e r  unanswered ques t ions ,  

such as t h e  impact of Defense-sponsored procedures on c o s t  incur-  

rence- - i t  w a s  not  prepared t o  issue in te r im guidance a t  t h i s  t i m e .  

NASA also advised t h a t  i t  d i d  n o t  be l i eve  t h a t  issuance of  in-  

t e r i m  gu ide l ines  would be f e a s i b l e  a t  t h i s  t i m e .  

t h i s  s ta tement ,  NASA s a i d  t h a t  it d id  n o t  y e t  know t h e  e x t e n t  t o  

which t i g h t e r  c o n t r o l  of  b i d  and proposal expense i s  i n  t h e  in-  

terest of  t h e  Government, or t h e  t e c h n i v e  of c o n t r o l  which would 

be appropr ia t e  t o  implement such f u r t h e r  l i m i t a t i o n  as might be de- 

cided  upon, 

I n  support  of 
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Conclusions and recommendation 

I n  our opinion,  t h e  c o s t s  discussed i n  t h i s  r e p o r t  are similar 

t o  IRdcD e f f o r t  c o s t s  o r  are n o t  c l e a r l y  necessary t o  support  LMSC's 

b ids  o r  proposals .  Consequently, t h e r e  i s  doubt as t o  whether such 

c o s t s  are c l e a r l y  wi th in  a reasonable i n t e r p r e t a t i o n  of  the  ASPR 

d e f i n i t i o n  of  bidding c o s t s .  We recognize,  however, t h a t ,  because 

t h e  ASPR d e f i n i t i o n  is  i n  genera l  terms, it i s  s u b j e c t  to  var ious  

i n t e r p r e t a t i o n s  and t h a t ,  i n  t h e  absence of d e f i n i t i v e  gu ide l ines ,  

con t rac t ing  and a u d i t i n g  o f f i c i a l s  can only be guided by the  gen- 

eral ASPR provis ion  t h a t  c o s t s ,  t o  be al lowable,  must be reason- 

ab le .  What i s  reasonable,  however, r e q u i r e s  a s u b j e c t i v e  determi- 

na t ion ,  and what i s  reasonable t o  one person may n o t  be reasonable 

t o  another .  

Consequently, w e  be l i eve  t h a t ,  i n  order  t o  provide improved 

con t ro l  over bidding and r e l a t e d  c o s t s  charged t o  Government con- 

t r a c t s ,  t h e  ASPR should be amended t o  as c l e a r l y  as poss ib le  de f ine  

t h e  types of  c o s t s  t h a t  a r e  allowable and e s t a b l i s h  gu ide l ines  f o r  

determining the  e x t e n t  of  a l l o w a b i l i t y .  

Government agencies had recognized the  need f o r  r e v i s i o n  and €or 

several y e a r s  had been studying t h e  problem wi th  the  o b j e c t i v e  of 

developing a means t o  b e t t e r  con t ro l  no t  only bidding and r e l a t e d  

c o s t s  bu t  a l l  types of c o n t r a c t o r s '  independent t echn ica l  e f f o r t ,  

both DOD and NASA informed us t h a t  a d d i t i o n a l  information w a s  re- 

qui red  t o  enable them t o  develop rev i sed  methods of  c o n t r o l .  Con- 

sequent ly,  DOD plans t o  make a study t o  ob ta in  t h e  necessary i n f o r-  

mation. 

Although DOD and o t h e r  

We recognize t h a t  t h e  many f a c e t s  of the  b i d  and proposal 

problem deserve i n t e n s i v e  cons idera t ion  before r ev i sed  procedures 

are es tab l i shed .  However, w e  are concerned t h a t ,  i n  the  meantime, 

34 



con t rac t ing  and a u d i t i n g  o f f i c i a l s  w i l l  cont inue t o  be faced wi th  

t h e  need to  i n t e r p r e t  ASPR i n  t h e  areas covered by t h i s  r e p o r t .  I n  

our  opinion,  t h e  planned study should be expedited.  

Recommendation 

We the re fo re  recommend t h a t  the  Secre tary  of Defense give t h e  

proposed study of  bidding and r e l a t e d  cos t s  a high p r i o r i t y  and 

t h a t  he e s t a b l i s h  goals  t o  ensure t h e  e a r l i e s t  poss ib le  completion 

of requi red  r e v i s i o n s  to the procurement r e g u l a t i o n s .  
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T,OCKHEF,D AIRCRAFT GORFWRATION 
B U  R B A N  K .  C A L I F O R N I A  

September 26, 1.966 

Mr. Harold Rubin 
Associate Director  
TJ. S. General Accounting Off ice  
Ilefense Accounting and Auditing Divtsion 
'da,shine;ton, D. C.  20548 

Dear Mr. Rubin: 

Tn your l e t t e r  of August 29, 1966, you requested conments on an 
enclosed dra,f t  of a r e p o r t  t o  t h e  Congress on a revjew of' bidding and r e l a t e d  
c o s t s  charged t,o Government. c o n t r a c t s  a t  IJockheed Missiles & Space Company. 
We apprec ia te  the oppor tuni ty  t o  o f f e r  comments and have c a r e f u l l y  reviewed 
t h e  matters djscussed i n  the r e p o r t .  

The iseport a n d  t h ~ !  accompanying l e t t e r  t o  t h e  Secretary  of k fense  
conclurle tliat procurement regu la t ions  should be amended t o  more c l e a r l y  
de f ine  and l i m i t  t h e  tbpes  of bidding and r e l a t e d  c o s t s  which w i l l  be con- 
s ide red  allowable under Government cont.racts and t h a t  pending such amendment 
i n t e r i  ni guidance s h o u l d  b e  fu rn  isliecl t o  Gofiernment, aitdit and c o n t r a c t  per-  
sonriel . The f a c t u a l  matcrj a1 i.ncLur3er3 i n  tile r e p o r t  regard i.ng partiLcular 
proposal  ci 'f 'orts and expendi tiires ai; LblSC dues no t  support  t h i s  conclusion 
in our opinion.  FIavirig i n  mind t h e  i n t e r n a l  c o n t r o l s  over b i d  and. proposal  
and related c o s t s  a t  IJbEK!, t h e  manner i n  which those  c o s t s  have been i n-  
curred,  and. the n a t u r e  of' our overhead negotiat i-ons with Government repre-  
s e n t a t i v e s ,  w e  caimot agree with the statements i n  t h e  r e p o r t  t h a t  t h e  
determinations supporting a l l o w a b i l i t y  of most of t h e s e  c o s t s  r e s u l t e d  from 
a lack  of gu ide l ines  i n  t h e  Armed Services  Procurement Regulation (ASPR).  

In  reviewing these  costs ,  part-! c u l a r l y  those  wh i.ch have been ques- 
t ioiied by t h e  Government audi.t.ors, t h e  Government negot i -a tor  has required 
t h e  T,MSC represen ta t ives  t o  slibotnnt.iate t h e  reasonableness of' t h e s e  c o s t s  
i r i  r e l a t i o n  t o  LMSC's tricl amd proposal a c t i v i t y .  Ti1 some ins tances  he d i d  
riot f 'ul ly agree w i t h  our' concliisi.ons and disa.llowed por t ions  oi' t h e  c o s t s ,  
as noted i n  t h e  report,.  While gr-neral-ly t h e  LMSC nego t ia to r s  d i d  no t  agree 
with h i s  pwiLion ,  in  R few cases  disallowances were accepted as a compromise 
in order t o  roncluclc t h i s  por t ion of t h e  nego t ia t ion .  There was no ins tance,  
l i o ~ e v e r ,  i n  which W S C  accepted the disallowa,nces on t h e  b a s i s  t h a t  t h e  c o s t s  
should have been t rea te i l  as independent research and development expense and, 
i n  OIU' view, t h e r e  js r i o  supror t  Tor the underlying assumption i n  t h e  d r a f t  
r c p o r t  t h a t  c e r t a i n  of t h e  c o s t s  which have been charged t o  b i d  and proposal  
shoul(1 morc p~operLy have been charged t o  IR&D. 
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The report  emphasizes the  " similar i ty"  in  technical  e f f o r t  involved 
in  bid and proposal preparation, and t h a t  rc la ted  t o  performance of IR&D. 
However, t he  i n t en t  and nature of t he  two types of e f f o r t  d i f f e r .  Under bid 
and proposal e f f o r t  only t h a t  is accomplished whjch is necessary t o  t e l l  the  
poten t ia l  customer what w i l l  be done and how it w i l l  be accomplished. Inde- 
pendent development , on the other  hand, generally is  d i rec ted  toward design 
and development of a spec i i i c  product; under independent research there  is 
a broad object ive t o  increase knowledge in  science. 

In  short ,  we f e e l  t h a t  t he  bid and proposal expenses and re la ted  
costs  were determined t o  be allowable, nut because of a l ack  of guidelines,  
but because they were, i n  f 'act, reasonable and al locable  as provided i n  ASPR. 
The negotiation r e su l t s  would not have been changed even though more de t a i l ed  
guidelines had been included i n  ASPR unless such guidelines were i n  t h e  form 
of an a r b i t r a r y  l imi ta t ion  on the  al lowabil i ty  of such costs .  
i n  the  form of a negotiated ce j l i ng  on allowable bid and proposal cos ts  
would be inappropriate because these expenses are incurred i n  response t o  
the Government's requirements. 
now exj sts in  the  aerospace industry, contractors must respond vigorously 
and ef fec t ive ly  t o  the Government's an t ic ipa ted  requirements. 
a do l l a r  ce i l i ng  there a n  bu i l t - in  l jmi ta t ions  which force contractors  t o  
equate the e f f o r t  and expense involved i n  preparing a proposal with t h e i r  
chances of winning a contract.  F i r s t ,  there  are l i m i t s  t o  the  number of 
qual i f ied techriical people who can devote t h e i r  time t o  t he  preparation of 
proposals and can be assigned t o  any resu l t ing  contracts.  Second, and more 
severe, is  the  over- al l  necessi ty  f o r  r i g i d  cos t  control. which is  made man- 
datory by the  extensive use of incentive and fixed-price contracts .  Regard- 
less of whether pa r t i cu l a r  costs  are allowzble, these contracts  by providing 
contractors with grea te r  returns f o r  reducing costs  of performance and 
penal t ies  i f  costs  are increased have strongly reinforced t h e  cos t  d i s c i -  
pl ines  imposed by Company management. 

A l imi ta t ion  

In the highly competitive environment which 

Even without 

Although it is  not exp l i c i t  i n  i t s  recommendations on t h e  subject,  
the  d r a f t  report  by implication suggests t h a t  cost l imi ta t ions  should include 
a provision t h a t  bid and proposal costs  w i l l  be allowable only t o  the  extent 
t h a t  such costs  a r e  irkcurred a f t e r  the  rece ip t  of a Request f o r  Proposal (RFP) 
m r l  before the  submission oi' a proposal. While t he  report  s t a t e s  t h a t  t he  
primary concern is  with "types of e f f o r t  i-ncluded i n  b i d  and proposal expense", 
t he  substance of the  report indicates  t h a t  t h e  basic  objection is  not with 
the  type of e f f o r t  involved but t he  period in  which the e f f o r t  w a s  expended 
in  r e l a t i on  t o  the  issuance of an RFP o r  t he  submission of a proposal. From 
a review of t h e  various cost  f igures  shown i n  the  report  it appears t h a t  t h e  
$1,936,000. of 1962 costs  re fer red  t o  as ''not c l ea r ly  within a reasonable 
in te rpre ta t ion  of the  ASPR def in i t ion  of bidding cos ts ,  o r  not c l ea r ly  neces- 
sary t o  support t h e  contractor 's  bids  and 
i n  costs  incurred p r io r  t o  the  release of 
curred after submission of proposals. We 
marily the  period i n  which the  cos t s  were 
of t he  costs ,  which has caused your staff 

- 
proposals" is comprised of $1, 422,000. 
an RFP and $514,000. of costs  in- 
can only conclude t h a t  it is p r i -  
incurred, r a the r  than t h e  nature 
t o  question them. 
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If our inference is correct ,  namely, that  t he  repor t  is intended 
t o  support a l imi ta t ion  on a l lowabi l i ty  of costs  t o  those cos ts  incurred 
after rece ip t  of an RFP and p r lo r  t o  submission of a proposal, w e  most 
s t rongly disagree with t h i s  conclusion. T t  has become almost a t ruism t h a t  
a f i r m  has a minimal chance of successful ly  competing f o r  a Government contract  
unless it has directed sipgi i icant  preliminary e f ' for t s  toward responding t o  
an an t ic ipa ted  Government requirement before t he  PZP has been received. The 
Government d i r e c t l y  benefi ts  frm t h i s  preliminary work i n  t he  enhanced 
qual i ty  of' the  proposals it receives. In f a c t ,  t he  emphasis by the  Govern- 
rnent on increased competition, niL:jr'e r e a l i s t i c  pr icing,  more completely 
def'ined requirements, and a higher l e v e l  of sophis t ica t ion  i n  systems manage- 
ment, has made preproposal preparation a virtual - necessi ty  on the  more com- 
plex programs. 
proposals, which a r e  a v i t a l  f ac to r  i n  channeling the  innovative capab i l i t i e s  
of industry toward meeting the  Government's needs. 

This would a l s o  mi-li tate against  t h e  submission of unsol ic i ted  

The va l id i ty  of proposal expense as an allowable cos t  is not les- 
sened i n  those s i t ua t ions  where no proposal is  ac tua l ly  submitted t o  the  
Government because ant icipated ~kwernmen-t requirements do not mater ial ize ,  
o r  t h e  Company's competitive posi t ion is  determined t o  be poor. A t  LMSC 
the  decisions not t o  submit  proposal.^, even a f t e r  subs t an t i a l  preliminary 
e f f o r t  has been expended, r e f l e c t  the  f a c t  t h a t  proposal e f f o r t  is closely 
monitored by management. If e i t h e r  changing requirements o r  changed appra isa l  
of the Company's a b i l i t y  t o  compete e f fec t ive ly  Tor a program indica tes  t h a t  
the  proposal probably w i l l  be unsuccessful, work on t h e  proposal is discon- 
tinued. The d r a f t  report s eem t o  suggest t h a t  bidding cos ts  should not be 
allowed unless a proposal is ac tua l ly  submitted. 
stanclpoint, t h i s  would be unwise s ince it would penalize a contractor  by 
disallowing costs  alreqdy incurred when, jn t he  exercise  of reasonable judg- 
ment, the  contractor  ha,d dete-nnined t h a t  it would be uneconomic and not i n  
the  Government's interests t o  continue its proposal e f f o r t  on a particular '  
program. 

From the  Government's 

Even when a pa t.tic1.il.ar pi-oposzl ef'fort is  concluded without sub- 
mission of a proposal, the data devel.oped may prove useful  subsequently on 
other  proposals. The advanced &ena proposal study resul ted i.n da ta  which 
was used i n  a number of p r o p x a l s  nncl resul ted i n  contract  awards o r  contract  
modificatinns. A t  the  present t i r n r .  the Air Force i s  considering a s i g n i f i -  
crmt program based on an  LMSC proposal which incorporated a subs tan t ia l  
amount of da ta  developed during t h e  €gena study re fer red  t o  i n  the  report .  
The ins ight  developed in  t he  Jhrospace study, re le r red  t o  on pages 17 and 
18, was usefu l  i n  developing proposals on the  German National Sc i en t i f i c  
S n t e l l i t e  Program (625A-I program) and Highly E l l i p t i c a l  Orbiting S a t e l l i t e  
Program (HEOS). As a r e s u l t  of the  l a t t e r  proposal, L,NSc: received a subcon- 
t r a c t  under t he  prime contract  issued by the European Space Research Organi- 
zation (ESRO), which has a cooperative agreement with the  U.S. Government 
for. launching of t he  s a t e l l i t e .  The cos ts  of t h e  Eurospace study c l ea r ly  
were allowable as a reasonable expense necessary t o  ZMSC's business efforts .  
In  no way could these cos ts  be c l a s s i f i e d  as IR&D. 
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The report  a l so  questions the  al.lowabili.ty of costs  incurred a f t e r  

As your s t a f f  was advi-sed a t  LMSC, these 
cer ta in  proposals have been submitted which LMSC i n  recent years *has desig- 
nated "contract ca.pahili ty wsts". 
costs  a r e  incurred on a se lec t ive  basis w i t h  high l eve l  management approval 
f o r  the purpose of miritainirlg i n t a c t  the  key capab i l i t i e s  represented by 
the team which prepared the  proposal and sustaining a degree of cont inui ty 
of ef'fort during the period in  which tlte Government is  evaluating the pro- 
posal. This is  necessary i n  ortier t o  .insure t h a t  we can give timely and 
ef fec t ive  performance ii' a contract  i s  awarded by having immediately ava i l -  
able tlie high l eve l  01' technical  and managerial t eamurk  which is required. 

The report  r e f e r s  t o  several  s i tua t ions  i n  which LMSC incurred 
costs  a f t e r  it had been not i f ied  t h a t  the  c m t r a c t  had been awarded t o  
another company. Work on the proposals was continued in these cases because 
it was determined by LMSC management tha t ,  despi te  t he  award of t h e  i n i t i a l  
contract  t o  =)other conlpmy, there  were s i tbstant ial  p o s s i b i l i t i e s  that  LMSC 
migflt, through continuation or its e f f o r t s ,  secure contracts  t o  be awarded 
i n  the  next phase of the procurement. 
fol:ow-on procurenenl, i s  genei-ally vaet ly  grea te r  than  t he  value of t he  con- 
t r a c t  awarded as a r e su l t  (Df t11e i n i t i a l  competition. 
it highly worthtrliile t o  a contractoi, t o  continue work on a proposal looking 
toward the  follow-on contracts  even afLer the  award of t he  i n i t i a l  contract  
has been made t o  another f ' i r m .  
t o  take advantage of a l t e rna t e  approaches which m y  r e s u l t  Prom the  con- 
tinued proposal ac t iv i ty .  

On major programs the  value of t he  

'.Phis may well make 

This allows the Government the opportunity 

LMSC's i n t en t  t o  compete fo r  substantia.1 follow-on hardware con- 
t r a c t s  was the  reason f o r  continuing proposal e f f o r t  a f t e r  not ice of award 
t o  other  firms on both t h e  Titan I1 Upper Stage discussed on page 21 of the  
report ,  and the  Nova Vehicle System Study referred t o  on pages 26 and 27. 
In both cases t he  proposal e f f o r t s  were discontinued when it was determined 
t h a t  t he  prospect of' securing such contracts was not favorable. 

Similarly, the  down-stream potent ia l  was t h e  f ac to r  which persuaded 
LMSC management t o  complete the proposal f o r  t h e  Synchronous Orbit  Mil i tary 
Communications System a f t e r  LMSC had been advised t h a t  funds were not then 
avai lable  f o r  contract  coverage. It i s  worth noting t h a t  t h e  data developed 
in 1962 f o r  t h i s  proposal was used extensively i n  preparation of the  proposal 
f o r  the  Advanced Defense S a t e l l i t e  Comunicatiori Program in  1965. 

The proposal on the  spacecraf t  bus f o r  a lunar  l o g i s t i c s  system 
i l l u s t r a t e s  how meaningless it is  t o  compare proposal costs  with the value 
of t h e  i n i t i a l  contract ,  as is done on page 20 of the  report.  There, LMSC's 
d i r e c t  proposal costs  of about $171,000. (plus a GAO-estimated overhead 
f ac to r  of $108,700.) a r e  compared with the  successful bidder 's  proposed con- 
t r a c t  cos ts  of about $171,000. 
meaningful perspective by comparing them t o  the  t o t a l  an t ic ipa ted  cos t  of 
$500 mil l ion for t h e  developmerit e f f o r t  t o  be covered by subsequent contracts.  

LMSC's proposal cos ts  a r e  placed i n  more 
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With this potent ia l  i n  mind LMSC continued i t s  study even after award t o  
another company and subsequently made a technica l  presentat ion t o  NASA, but  
then discontinued i ts  e f f o r t s  when it was determined t h a t  t he  prospect of 
securing contracts  was not good. In my opinion the  Government's as well as 
contractors ' i n t e r e s t s  would be poorly served i f  t h e  proposals prepared by 
poten t ia l  contrac tors  d.id. n o t  r e f l e c t  an appreciat ion of the  magnitude and 
complexity of the  pa r t i cu l a r  over-al.1 program planned by the  Government. 

For the  reasons mentioned, our review does not sus t a in  the conclu- 
s ion  t h a t  t he  costs  discussed i n  t he  report, were not necessary t o  support 
LMSC's bids and proposals and were therefore not reasonable. It is t rue ,  
as observed i n  the  report,  t h a t  determinations as t o  reasonableness require  
a degree of subject ive ,judgment but t h i s ,  by i t s e l f ,  does not  ind ica te  t h a t  
addi t iona l  guidance i s  required. In  f ac t ,  considering the  DOD study d i rec ted  
toward comprehensive ASPR treatment of costs  of cont rac tor ' s  independent 
technical  e f f o r t ,  the  development of inter im guidance would be abort ive and 
unnecessary. If', despi te  this, ,  inter im instruct ions a r e  t o  be issued, I 
would s t rongly urge t h a t  they be i n  t he  form of a i 'ully coordinated amendment 
to t he  ASPH r a the r  than being issued as in t e rna l  ins t ruc t ions .  To t he  extent  
t h a t  addi t iona l  guidelines would be directed toward l imi t ing  a l lowabi l i ty  of 
costs  which would otheswi-se have been allowable imder ASPR they would adversely 
a f f e c t  substantive r igh t s  of contractors under t h e i r  contracts ,  
face of it, would represent interferencc w i t h  t h e  i n t e g r i t y  of contracts  and 
might w e l l  be of doubtful l ega l i t y .  

This, on the  

Our corporate staff and LMSC management w i l l  be ava i lab le  f o r  
Surther discussions i f  you f e e l  tha.t t h i s  would be helpful.  

Copies of t h i s  l e t t e r  a r e  being forwarded t o  the  Office of t he  
Assistant Secretary of Defense {IhL),  and t o  t he  National Aeronautics and 
Space Administration. 

U 
D . J . 1 Iaught on 
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 

General Accounting Office 
Washington, D. C. 20548 

Research and Development 

Dear Mr.  Rubin: 

This is in response to  your let ter  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 believe 
a re  not clearly reasonable under ASPR o r  are not necessary to support 
contractors Z proposal effort. 
costs  represented technical effort which you believe were more  properly 
charged to independent r e sea rch  and development (IR&D) expense. 

A major  pa r t  of the reviewed and questioned 

You conclude that ASPR does not provide sufficient guidance, at the present  
time, and, as a consequence, the allowance of bid and proposal (B&P) cos ts  
may be subject to different interpretations by contracting and auditing officials, 

Your report  recommends, pending sat isfactory amendment of procurement 
regulations, that the Secretary of Defense and the Administrator of NASA: 
(1) provide auditing and contracting officials with interim guidance fo r  en- 
suring protection of the governmentas in teres t  in  considering the allowability 
of costs  of the types discussed in the report, and (21 consider the mat te r s  
discussed in the report  in the proposed ASPR amendment so as to control 
and. l imit  charges to government contracts €or all types of contractors* 
independent technical efforts . 

4 5  



APPENDIX 1x1 
Page 2 

The Department of Defense has been considering an arrangement whereby 
(IR&D) and (B&P) technical effort would be combined. 
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 c lear  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 B P  costs ,  At this time the cause and 
effect relationships a r e  not clear.  

Though this approach 

Although selective controls have been used by means of advance agreements 
for  IR&D costsp it is not c lear  that the same type of control o r  any "control", 
as such, w i l l  be appropriate €or B&P. There is a need, of course, for ef- 
fective management of this area,  
developed, a better understanding of the nature of B & P  expense is considered 
necessary. 

Before an appropriate remedy can be 

Therefore, it is planned to study the nature of B & F  more  thoroughly after 
which time methods fo r  dealing with this cost  will be adopted which will 
provide the necessary visibility and discipline without lessening the con- 
t rac tors*  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 a r e  not prepared to issue interim guidance at this time. 

We appreciate the opportunity of commenting on your report. 

Since rely yourss 

W 
of Defense (Procurement)  
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NATfONAL AERONAUTICS A N D  SPACE ADMINISTRATION -- 

IN REPLY REFER TO: K 

NOV 2 3  1966 

M r  . Mor t o n  h. I-Ienig 
S u p e r v i s o r y  Accoun t d i i t  

General AccouiiLing Oif ic- .  
NASA Assignment, C k A D  

Washington, D.C. 20548 

Dear $ire lienig: 

I n  Mr, Parker's l e t t e r  of Augusi: 29, 19G6, t o  Nr, Webb, comerirs were 
requested on ttie GAG prel iminary draf t :  of a r e p o r t  t o  the Congress 
e n t i t l e d  "Review of B i d d i n g  a n d  h l n r e d  Costs Charged t o  Government 
Con t r a c t s .  " . 

The repor t  concludes t h a t  t he re  i s  a need  t o  improve c o n t r o l s  over 
t h e  amount of c o n t r a c t o r ' s  bidding and o the r  t e c h n i c a l  e f for t :  c o s t s  
&sorbed b y  t he  Government, and niakss trlo recommendations : that t h e  
ma t t e r s  discilssed i n  the r e p o r t  De cons idered  i r :  amending t h e  procure-  
ment r e g u l a t i o n s  a n d  t h a t ,  pending such amendments, NASA and t h e  UO1) 
provide inter ini  guidance t o  a u d i t i n g  and contract i r ig  o f f i c i a l s  t o  
erisure p ro t ec t ion  of  the  Governnent 's interest: i n  considerirtb t h ~  
a l l o w a b i l i t y  of c o s t s  oE the t y p e s  d i scussed  i n  the r e p o r t ,  

I n  r e c e n t  years ,  ttie volume of con t r ac t ing  f o r  research  and development 
has increased .  This has r e su l t ed ,  of courte, i n  g r e a t e r  con t r ac to r  
expenditures  for b i d  and proposal. p repara t ion ,  independent  r e sea rch  and 
development, and other nonsponsored t echn ica l  e f f o r t  i n  t h e  seeking of 
new Government r e sea rch  and develcpmen t bus ines s ,  
ment expense a t  o r  p r i o r  t o  the b id  and proposal  s tage  has become a 
c o n t r a c t o r  expense necessary t o  maintenance of a c o n t r a c t o r ' s  competi t ive 
p G s i t i o n  as w e l l  as t o  maintenance of an indus t ry  c a p a b i l i t y  ox resource  
v i r a l  Lo fhe Government, 

Research and develop- 

While i n d i v i d u a l  advance understandings regard ing  c o n t r a c t o r  independent 
t e c h n i c a l  effort have met with d i f f i c u l t i e s  and, admittedly, are n o t  a 
f i n a l  answer t~ the general problem, they are vehicles which will 
gene ra t e  a feedback of information h e l p f u l  t o  our cont inuing  s t u d i e s ,  
S p e c i f i c a l l y ,  they should provide data upon which we can r e l y  i n  
deciding what kinds of c o n t r o l s  prove most workable i n  meeting our 
objectives. 
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To deve lop  a l a r g e r  e x p e r i e n c e  base ,  we p l a n  t o  d i s c u s s  w i t h  t h e  DOD 
the matter o f  making somewhat g r e a t e r  u s e  o f  advance u n d e r s t a n d i n g s  
than we have i n  t h e  p a s t .  I n  o r d e r  t o  a v o i d  d i s c r i m i n a t i o n  between 
c o n t r a c t o r s ,  i t  may b e  t h a t  we w i l l  i d e n t i f y  an i n d u s t r y  g r o u p i n g  and 
a t t e m p t  t o  n e g o t i a t e  u n d e r s t a n d i n g s  on a comparable b a s i s  wi th  t h e  
l a r g e r  c o n t r a c t o r s  w i t h i n  t h a t  g roup ing .  

Advance agreements  concern ing  t h e  t o t a l i t y  of a c o n t r a c t o r ' s  independen t  
t e c h n i c a l  e f f o r t  do n o t  appear  t o  be  a s o l u t i o n  t o  t h e  o v e r a l l  problem 
b e c a u s e  of t h e  a d m i n i s t r a t i v e  burden they  p r e s e n t  and b e c a u s e  of t h e  
d i f f i c u l t y  i n  a t t a i n i n g  comparable r e s u l t s  w i t h  a l l  c o n t r a c t o r s  i n  a 
c o m p e t i t i v e  a r e a .  I n  a d d i t i o n ,  they  have met w i t h  o b j e c t i o n  from con- 
t r a c t o r s  because  they  f o r c e  them t o  p r e d i c t  t h e  volume and c h a r a c t e r  
of f u t u r e  Government r e q u e s t s  f o r  proposals .  The c o n t e n t i o n  i s  made 
t h a t  t h e  p r e d i c t i o n  m t i s t  be made w i t h o u t  a d e q u a t e  i n f o r m a t i o n  b e i n g  
f u r n i s h e d  c o n t r a c t o r s ,  Government peop le  a l so  p o i n t  o u t  t h a t  any 
a r b i t r a r y  r e s t r i c t i o n  on con t r a c t o r  nonsponsored t e c h n i c a l  e f f o r t  
l i m i t s  t h e  c a p a b i l i t y  of i n d u s t r y  t o  respond c o m p e t i t i v e l y  t o  a 
Government r equ i rement .  

E x i s t i n g  c o s t  p r i n c i p l e s  p r o v i d e  f o r  a d i s t i n c t i o n  between b i d  and 
p r o p o s a l  expense ( i n c l u d i n g  t h e  development of e n t i n e e r i n g  d a t a  and 
c o s t  d a t a  n e c e s s a r y  t o  s u p p o r t  b i d s  o r  p r o p o s a l s )  and independen t  
r e s e a r c h  and development expense ,  
h a s  become b l u r r e d  and have been s t u d y i n g  t h e  problem. A p o s s i b l e  
answer i s  t h e  combining of b i d  and  p roposa l  and independen t  r e s e a r c h  
and development expenses  ( t o g e t h e r  w i t h  a l l  o t h e r  nonsponsored con- 
t r a c t o r  t e c h n i c a l  e f f o r t )  i n t o  one accoun t  w i t h  a s i n g l e  c o n t r o l  
e s t a b l i s h e d  over  i t .  Although t h i s  approach  has  t h e  v i r t u e  of 
s i m p l i c i t y  and s o l v e s  t h e  d e f i n i t i o n a l  problem, i t  r e q u i r e s  t h a t  a 
s i n g l e  c o n t r o l  which i s  e q u i t a b l e  t o  i n d u s t r y  i n  g e n e r a l  and t o  a 
p a r t i c u l a r  c o n t r a c t o r  and i n  t h e  i n t e r e s t  of the  Government be 
i d e n t i f i e d ,  A p r a c t i c a l  c o n t r o l  oT t h i s  n a t u r e  h a s  riot as y e t  been 
d e v i s e d .  

We a re  aware t h a t  t h i s  d i s t i n c t i o n  

It would b e  f a i r  t o  s t a t e  a t  t h i s  p o i n t  t h a t  we  do n o t  f e e l  we y e t  
know t h e  e x t e n t  t o  which t i g h t e r  c o n t r o l  of b i d  and p r o p o s a l  expense  
i s  i n  t h e  i n t e r e s t s  of t h e  Government or t h e  t e c h n i q u e  of c o n t r o l  
which would  be a p p r o p r i a t e  t o  implement such  f u r t h e r  l i m i t a t i o n  as  
might  be decided upon. I t  i s  f o r  t h i s  reasor3 t h a t  we f e e l  that t h e  
i s s u a n c e  of i n t e r i m  guidance a t  t h i s  p a r t i c u l a r  time would n o t  be  
f e a. s i b  l e  ~ 
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We would be pleased to coiisider any suggestions you may offer to ass is t  
in resolution of t h i s  problem, 

S i n c e r e l y  yours, 

for Industry Affairs 

49 
U.S. GAO, Wash., D.C. 




