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ABSTRACT

The purpose of this thesis is two-fold. First , it seeks

to develop a defense industry perspective on depreciation in

t general and Cost Accounting Standard No. 409 in particular .

The historical development of the Standard and the issues

arising from it provide a framework for evaluation. Second ,

it evaluates these issues in present terms with accurate data

reflecting the opinion and experience of industry represent-

atives. Data were gathered by the use of a questionnaire .

Results show that the Standard had a fairly modest impact

on the defense industry. 1’~Recommendations are made concerning the issuance of Cost

Accounting Standards and areas for future research.
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I. INTRODUCTION

Over the last several years there has been a growing

conc ern within Con gress , the Department of Defense and the

defense industry over the procurement of weapon systems .

Throughout this period rising inflation and increased weapon

system sophistication have faced the spectre of limited fis-

cal resources. A wide variety of industry practice and

diverse  government r egu l a t i on  clouded the procurement process

and made cost and pr ic ing  data d i f f i c u l t  to evaluate .

At the beg inning of the decade the Cost Accounting Stand-

• ards Board (CA SB) was created to establish cost accounting

pr incip les  to achieve uni formi ty  and consis tency in estimat-

ing ,  accumulat ing and repor t ing  costs on all nego t ia ted

cont rac ts .  One of the promulgat ions  of the Board , Cost

Account ing Standard No. 409 , enticled , “Deprecia t ion of

Tangible Capital  Assets , ” was involved in an embi t t e red

controversy from i ts  inception .

A. PURPOSE AND OBJECT IVE OF RESEARCH

The defense contrac tor , as a condition of contract ing

with the Government , is subject to a multitude of regula-

tory requirements. This study focuses on one area of this

regula tory body , Cost Accounting Standards, and attempts

to measure the extent to which a particular Standard has

impacted on the defense industry.

11
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The objective of this study is two- fold. First , it

seeks to develop a defense industry perspective on depre-

ciation in general and Cost Accounting Standard No. 409 in

particular. To this end, the historical development of the

Standard and the issues ar is ing from it provide a framework

for evaluation . Second , it evaluates these issues in present

terms with accurate data reflecting the opinion and experi-

ence of industry representatives. This objective was met by

gathering data by the use of a questionnaire.

B. STATEMENT OF THE RESEARCH QUESTION

The basic research question of this project is: What is

th~ impact of Cost Accounting Standard No. 409 (Depreciation

of Tangible Capital Assets) on the defense industry?

In attempting to answer this question , the following

subsidiary questions will be explored :

1) In the opinion of the defense industry, how has the
• Standard affected the contracting process?

2) How has the Standard affected the accounting practice
of the defense industry regarding depreciation ?

3) What costs, if any , were incurred by the defense
industry in implementing the Standard?

4) Have cash flow and capital investment by contractors
been affec ted by the Standard ? If so , in what way?

C. LIMITATIONS AND ASSUMPTIONS

1. Limitations

The study of Cost Accounting Standards is a broad and

complex subject which can be influenced by the individual’s

perspective. Interpretation of a particular Standard may

12 4• I
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differ depending on whether the viewpoint is that of the

con trac tor , contracting officer or auditor . In setting

standards, CASB attempts to weigh the costs and benefits

associated with them and balance their impact between the

contracting parties. This study focuses primarily on the

perspective of the defense industry. The viewpoint of the

procuring agency and auditors is expressed as it relates to

particular issues and where it previously existed in the

literature.

Although an attempt has been made to be as compre-

hens ive as poss ible , space has prohibited this study from

stating and analyzing every issue that has been expressed

by the defense industry since the Standard’s inception.

Only those issues and problem areas which have been deter- -

•

mined to be significant concerns of industry have been

presented and explored .

The timing of this study posed a limitation on the

researcher. Several consultants expressed the opinion that

many companies had not had enough experience with implement-

ing the Standard to provide any useful data. On the other

hand, it was felt that contractors would likely have a

clearer memory of their implementing plans and any problems

encountered. The study, therefore , was undertaken with the

hope that a baseline might be established for subsequent use.

2. Assumptions

This s tudy assumes that the reader c ommands a genera l

knowledge or familiarity with depreciation and its accounting

l3
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treatment for financial reporting , defense contrac t costing

and income tax reporting . It is also assumed that the read-

er has a broader understanding of the defense procurement

process , with particular emphasis on the role of the Cost

Accounting Standards Board and the relationship of its pro-

mulgations, Cost Accounting Standards, for defense contracting

and the accounting practice of the defense industry.

D. ORGANIZATION AND METHODOLOGY

1. Organization

This research study has been organized to provide a

step-by-step presentation of facts and issues, anal ys is of 4
data related to the facts and issues , and the drawing of con-

clusions and recommendations based on the analysis. Chapter JI introduces the subject matter of the thesis and describes

• the manner in which the study will proceed. Chapter II pro-

vides a brief review of depreciation and its treatment for

financial accounting, contract costing and income tax report-

ing. A review of the funds flow implications of depreciation

practice is also presented in Chapter II. Chapter III

attempts to provide a detailed background concerning the

development and promulgation of a Cost Accounting Standard

on depreciation. A summary overview of the events leading

to the creation of the Cost Accounting Standards Board and

its methodology for develop ing Cost Accoun~;ing Standards is

also presented in Chapter III. Chapter IV provides a review

of prior studies that relate to the Standard. This provides

a frame of reference for the research project. Chapter IV 



also explains the methodology used for develop ing the

research questionnaire used in this study. Chapter V

presents the data and findings yielded from the question-

naire used for this research. Conclusions and recommenda-

tions of this study are contained in Chapter VI.

2. Methodology

3 An initial litera ture search was conduc ted by means

of the Defense Logistics Studies Information Exchange and

Defense Documentation Center. Concurrent library research

of periodicals and books was pursued at the Naval Postgraduate

School library. Abstracts thus obtained , articles , books and

reports yielded a wide spectrum of related material . A letter

was sent to several major defense industry and accounting

associations to request information related to the Standard.

Telephone inquiries were made of the Cost Accounting Standards

Board , Department of Defense CAS Working Group , Defense Con-

• tract Audit Agency , Logistics Management Ins t i tu te  and Con-

gressional subcommittees that held oversight hearings on the

• Standard. Materials received and used in this study are

-• 
referenced throughout the text. Data were collected by using

a twenty-six question survey of selected defense contractors.

Statistical data displayed in various tables throughout the

s tudy wer e prepared by the author and refer to da ta co llec ted

from the questionnaire , except where otherwise indicated.

15

• - . • - .
~~—~~ —-- ~~-.--•~~~~~~~~~~~~~~~~•••• ••-~-—. - - .--•—- ~~~~~~~~~~~~~~~~ ~~~~~~~~~~~~~~~~~ • • .  - - — ——

~~~
— • -



• ~~ j

II. ACCOUNTING FOR DEPRECIATION

Depreciation as an accounting concept , whether for

financial accounting , income tax reporting or contrac t cost-

ing , is a multi-faceted and diverse subject. This section

provide s only a brief review of depreciation and assumes the

reader has a broader understanding of the sub jec t . 1 The need

to identify depreciation cost arises from requirements serv- 5
ing several purposes. The National Association of Account-

ants (NAA ) outline these purposes as follows:

1. Determining income subject to Federal Income Tax .

2. Management of a company ’s finances--particularly funds
for rep lacements, modernization , and expansion .

3. Determining periodic net income and financial condition
for reports to management and stockholders.

4. Determining product costs for internal management
purposes.

5. Comparing costs of alternatives in selecting and
rep lac ing depreciable assets. [41]

Within the context of these requirements , depreciation

needs to be defined to clarify its meaning . As a part of

generally accepted accounting principles , depreciation is

defined as:

The systematic and rational allocation of the historical
costs of depreciable assets (tangible assets , other than
inventory , with limited lives of more than one year) over
their useful lives. [33, p. xi]

The landmark treatise by Eugene Grant and Paul Norton ,
Depreciation (New York: Ronald Press Co., 1955) still serves
as a complete introduction to the subject of depreciation and
its treatment in accounting .

16
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For the purpose of contract costing, Defense Acquisition

Regulations (formerly known as Armed Services Procurement

Regulations , hereafter referred to as DAR(ASPR)) defines

deprecia tion as :

Depreciation is a charge to current operations which
distributes the cost of a tangible capital asset , less
estimated residual value , over the estimated useful life
of the asset in a systematic and logical manner. It
does not involve a process of valuation . [5]

F inally , the Internal Revenue Service (IRS) simply

def ines deprec iation as:

a means of recovering your investment in property
that has a useful life of more than one year and that
is used in your trade or business or held for the pro-
duction of income . [51 , p. iJ

• 

. 
Embodied in these definitions is the common feature of

• allocatthg the cost of an investment in an asset by charg-

• ing that cost to expense over the life of the asset. This

• allocation process can be accomplished by a wide variety of

methods. These are examined next.

A. COMMON DEPRECIATION METHODS

Genera lly , there exist two distinc t techniques for com-

puting depreciation--as a function of time and as a function

of use. [8] The most common methods as a function of time

are: (1) straight line , (2) declining-balance , and (3) sum-

of- the-years ’ digits. The common methods as a function of

activity or use are: (1) units-of-production and ( .)  units

• 

. 
of service. A comb ination of time and use methods can be

developed if it is possible to estimate the percentage of

• depreciation attributable to asset life and asset use ,

respectively. 
17



1. Straight Line Method

The straight line method is by far the easiest to

understand and apply in practice. To compute the annual

depreciation expense, the asset cost , less any prospec tive

• salvage value, is divided by the expected asset life . The

depreciation expense is an equal annual amount for each year

of asset life.

• 2. Declining-Balance Method

Declining-balance methods provide larger write-offs

in the early years of the asset ’s life. They are also known

as accelerated or fast write-off depreciation . Commonly

referred to applicat ions are the double decl ining-balance

and 150% declining-balance methods. Depreciation expense

is calculated by applying a constant percentage to the de-

d ining undepreciated balance. The constant percentage used

in these declining-balance methods is found by determining

what the straight line rate would be and then factoring it

by 200% for double declining-balance or 150% for 150% declin-

ing-balance. At some point in the asset ’s life a shift to

the straight line method is usually desirable , s ince the

resultant depreciation is likely to be greater than that

calculated under the declining-balance method .

3. Sum-of-the-Year s’ Digits

The sum-of- the-years’ digits method is similar to

- 
. 

the declining-balance method in that it provides a means to

• rapidly depreciate assets during their early years. Depre-

ciation expense is computed by first summing the digits 1

18
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througn n, where n is equal to the asset ’s life in years.

With this sum as the denominator , the deprec iation rate to

app ly to the asset ’s cost less salvage value is a fraction

with n as the numerator for the first year , n-I for the

se cond year , n-2 for the third year , and so on. As a general

decision rule for accelerated depreciation , assets with short

lives and/or significan t salvage value suggest the use of a

declining-balance method , while assets with long lives and/or

little salvage value indicate use of the sum-of-the-years ’

dig its method . [26]

4. Activity or Use Methods

If the life of an asset is more dependent on its

activity or use than on the passage of time , the appropr iate

means of depreciating the asset may be the number of items

produced by the asset or the number of hours of asset serv-

ice. The units-of-production method would be applicable if

the activity (production) is a direct measure of the exhaus-

• tion of the assets ’ serviceability. Depreciation expense

would be computed by determining the estimated output asso-

ciated with the asset and dividing it into the asset’s cost

less salvage value . This would yield a depreciation rate

per unit of output. Similar rates based on asset usage

might be calculated by using the estimated productive hours

in the life of a machine or the estimated mileage in the

l i fe  of a vehicle.

L • • 

• • - -__________ • • ~~~~~
•• —- • 

. 

~~~~~~~~~~~~~~~~



__________________________ ~~~—-—
• -- - - --*

B. FEDERAL INCOME TAXATION

Income tax legislation has played an important role in

deprec iation accounting and capital investment decisions.

The Revenue Act of 1913, which was passed shortly after

ratification of the Sixteenth Amendment , permitted “a reason-

able al lowance for deprec iation by use , wear and tear of

property , if any.” [27, p. 209] In subsequent years , income

tax legislat ion underwent a variety of changes to meet the

requirements of economic , social and national policy consid-

erations. Prior to 1954, most companies used the straight

line method of depreciation for both financial and income

tax reporting . [41, p. SJ With passage of the Internal

Revenue Code of 1954, which allowed the use of declining-

balance methods in computing the tax liability, many companies

adopted these methods for their financial reporting as well

as tax reporting. Recent research by the American Institute

• of Cert ified Public Accountants (AICPA) shows that many of

these companies have shifted back to the straig ht line method

for income tax reporting . [33, p. 113] Many accountants

would support this shift by noting that the depreciation

method used for financial accounting should be selected to

reflect income for the period and not necessarily to conform

to the tax law or to gain tax advantages.

C. FUNDS FLOW IMPLICATIONS

Business entities view depreciation from several perspec-

tives. These include deprec iation for financial accounting,

as an element of production cost , and for income tax purposes.

20
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In evaluating the different depreciation methods available ,

the businessman has to be mindful of the cash flow implica-

tions that might exist. H
• The financial accounting treatment of depreciation has

no direct impact on the funds flow of the corporation . De-

preciation is an accounting entry only and as such does not

create any funds. Its identification as a “sourc e of funds”

in the statement of changes in financial position represents

a non-cash adjustment to net income. This adjustment serves

to reconcile net income with funds provided by operations.

While depreciation is a proper deduction in the computation

of net income , it does not involve any outflow of funds from

the firm.

Depreciation expense has a direct relationship to funds

flow where it is a part of determining product cost through

application of overhead rates or indirect charges and where

the selling price is then based on that cost. As a part of

Department of Defense (DoD) contracting, DAR(A SPR) rec ogn izes

depreciation as an allowable cost:

(c) Normal depreciation on a plant , equipment and other
capital facilities is an allowable element of contract
cost provided the contractor is able to demonstrate
that such costs are reasonable and allocable to the
contract. [5]

The allowability of depreciation , particularly in view

of the use of cost-plus contracts and the various methods of

computing depreciation , has been a source of controversy and

is the focal point of this study . For now, the reader need

only recognize that depreciation expense for contract costing

does influence funds flow. 
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The significance of depreciation expense for cash flow ,

with respect to income taxation , is generally referred to as

the tax shield. Since present tax law allows depreciation

expense as a deduction from income subject to taxation, it

impacts on the outflow of cash necessary to satisfy the tax

requirement. The amount of the tax shield is equal to the

depreciation multiplied by the applicable tax rate. In other

• words , the depreciation expense permits retaining more funds

af ter  taxes than would otherwise be possible. As an allow -

able deduction for income taxes , depreciation also is an

important public policy considerat ion.  The recovery of

corporate investment in capital assets through depreciation

char ges is encoura ged, since the “go ing concern” business

will ideally reinvest this allowance and sustain economic

growth . Through public policy incentives of allowing accel-

erated depreciation charges , this investment is recovered

more rapidly than from straight line methods . This rapid

recovery enhances the presen t value of total funds flow.

Simply stated , dollars that can be recovered and reinvested

today have grea ter pres ent value than equa l dol lars recov ered

in later periods. The issue of depreciation accounting for

income tax purposes continues today to be a dynamic subject

for policy makers. [34]

D. SUMMARY

The discussion and illustrations above point out the

essential character of depreciation and its varied account-

ing treatments. In the following chapter , depreciation as

22
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a part of DoD contract cost will be examined. That chapter

will focus on the events that ultimately led to a Cost

Account ing Standard on depreciation .

I
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I I I .  COST ACCOUNT I NG STANDARD NO. 409

A. NEED FOR A STAN DARD

1. Backg~round

During the 1960’ s the escalating costs of the Vietnam

conflict brought a sharper focus to bear on the overall

defense budget. Prior to this , m inor attempts had been made

by the Government to limit and contro l defense contractor

costs and profits. The Government sought to establish cost

accounting regula t ions  as early as 1934, when the Vinson-

Trammel Act was passed to l imi t  p r o f i t 5  on a i r c r a f t  and naval

vessel contracts .  Later , dur ing World War II , the Treasury

Department  issued Decision 5000 which addressed costs con-

cerning the subsidizing of ships. [311 These were eventually

replaced by passage of the Armed Services Procurement Act of

1947 and the Federal Proper ty  and A d m i n i s t r a t i o n  Services Act

of 1949. The implementing direct ives  of these two Acts con-

stitute what is currently known as the Defense Acquisition

Regulations (DAR) and Federal Procurement Regulations (FPR)

respectively. [20] During the Korean War , the Defense Pro-

duction Act of 1950 was passed; it granted the President

authority to exercise economic controls related to defense

production . ( 2 4 ]  A fte r conclusion of the war , the Act was

modified and continued by biennial Congressional extensions.

[29]

Li 
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In 1968 Congress was involved with several issues

concerning defense con t rac t s .  These issues included : (a)

th e h i g h  percentage of negotiated contracts , (b) s ubs t an t i a l

cost overruns , (c) concern over the f l e x i b i l i t y  of accoun ting

methods , (d) the importance of cost as reflected in estab-

F lishing price based on historical cost and projected cost ,

(e) difficulty in safeguarding against excess profits , ( f )

a lack of un i fo rm  accoun ting p r inc ip les , and (g) a realiza-

t ion that  con t rac to r s  had g rea t  l a t i t ude  in hand l ing  mo st

costs .  Several regu la t ions  and agencies already exis ted

that , in thei r  own ways , touc hed on these issues.  Genera l ly

accepted account ing  p r inc ip les  (GAAP) were p r i m a r i l y  concerned

w i t h  f inancia l  repor t ing  and i n t e r - y e a r  cost allocation vice

intra-year cost allocation. These principles allowed consid-

erable flexibili ty and were silent on procurement questions.

The In te rna l  Revenue Service ( I RS)  concentra ted on tax m a t t e r s

re la ted to revenues and the deduc t ib i l i t y  of cos ts .  The

Securi t ies  and Exchange Commission ’s (SEC) focus was on the

f inancia l  condit ion of the cc~rpora t ion  as a whole ra ther  than

cost or p r o f i t  centers .  Fur thermore , rel iance on GAAP was

used to ce r t i fy  the financial reports submitted to the SEC.

The Renegotiat ion Board investigated excessive p r o f i t s  on an
• overall annual basis rather than on individual contracts.

Their a t ten t ion  was p r imar i ly  on income , not the under ly ing

costs.  DA R(ASPR) and FPR provided only general  guidanc e on

cost accounting , with major references to GAAP or IRS regu-

lations. [20]

~~~~~~~~~~~~~~~~~~~ ~~~~~ • .•~~~~~~~~~~~~~~~~~~ • •~~ • •• • • •
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With these apparent weaknesses in e x i s t i n g  regula-

tions , the House and Senate Banking and Currency Commit tees

set out to review the problem . In open testilrony , Adm iral

Rickover emerged as a key f igure  in char t ing  fu tu re  course.

A key issue was Section 707 of Ti t le  V I I  of the Defense

Production Act which reads :

No person shall discr iminate  agains t orders or contracts
to which p r ior i t ies  are assi gned or for  which ma te r i a l s
or fac i l i t ies  are allocated under any rule , regula t ions ,
or order issued thereunde r , by charg ing higher prices
or by imposing different terms and conditions for such
orders or contract s  than for othe r general ly comparable
orders or con trac ts , or in any other  manner.  [52]

Admiral Rickover argued conv incingly that determining whether

discr iminat ion existed or not was an unenforceable  rule due

to the absence of uniform accounting standards. After several

attempts , the Congress amended the Defense Production Act and

required the General Accoun t ing Of f i ce  (GAO) to study the

f eas ib i l i t y  of prescribing uniform cost accounting standards .

[21] The GAO feas ibility study concluded that uniform cost

accounting standards were both feas ib le  and des i rab le .  [10]

Shortly thereaf ter , legis la t ion was passed crea ting the Cos t

Accounting Standards Board (CASB) .
• 2 .  GAO Study

The subject of depreciation was identified as a major

problem area in the GAO f eas ib i l i ty  stud y. To i l l u s t r a t e  the

diversi ty of depreciation treatment used by defense contract-

ors , the fol lowing case example appears in the s tudy report :

One major  defense contractor  used three d i f f e r e n t  methods •
of depreciat ing f ac i l i t i e s  depending upon whether  the
data were being reported for corporate purposes , tax

26 
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purposes , or contract costing. In the case of one
• building , the method employed for corporate purposes

was “sum-of-the- years-dig its” over a 35-year life.
-

• 
. The same 35-year life was used for tax purposes , except• that 60% was wr i t t en  off  over five years and 40 percent

over the remaining 30 years. Only a 12-1/2 year life
- was used for contract costing , 80 percent in the first

five years and 20 percent on a straight line bas is over
12- 1/2 years. [10 , p. 98]

A significant advantage of the GAO feasibility study,

in addition to calling attention to contract costing problems ,

was that it provided valuable data for subsequent use by the

CASB. Central  to this data col lect ion was a ques t ionna i re

which was d i s t r ibu ted  to a large number of defense and non -

defense industr ia l  companies. Two quest ions wi th  respect to

depreciation were asked in the GAO ques t ionnai re-  -one of

corporate methodology and the other soliciting comments on a
S 

proposed cost accounting standard .

a. Depreciat ion Method

The quest ion regarding selection of a deprecia-

tion method was deemed important , since it was acknowled ged

that the a l t e rna t ive  methods available may have a s i gn i f i c ant

impact on produc t cost. As was noted earl ier , d i f fe rences

between s traight  line and decl ining-balance depreciat ion

methods imp ac t on the rate of cost recovery . The question

read :

a. A number of methods of calculat ing depreciat ion are
• inc luded in generally accepted accounting practice .

Do you have cr i ter ia  for determining which specific
method of calculating depreciation should be applied

- 
in any given si tuat ion in determining the cost of
contracts , products or services?

Yes _____ No_____
4
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b. If answer is “ Yes ,” state such cr iteria as
specifically as possible. [10, pp. 204-205]

Overall , 70% responded by acknowledging that criteria did

exist for determining the depreciation method to apply. In

summari zing the narrative responses , the following observa-

tions were made :

(1) Man)’ compan ies took the maximum depreciation allowance
permitted by IRS guidelines by the use of an acceler-
ated method.

(2) Another large segment used straight line depreciation.

(3) Obsolescence and increased maintenance cost was con-
sidered a valid reason for the use of accelerated
depreciation.

(4)  P rob lems  ex i s ted  in recover ing  the cos t s  of spec ia l
asse t s  used for  a given contract.

~5) Factors  othe r than cost a n a ly s i s  i n f luenced  the
se lec t ion  of deprec ia t ion  me thods .  •

(~~) Companies were not  h e s i t a n t about  s e t t i n g  c r i t e r i a ,
thoug h they d i f f e r e d  f rom company to company.  [10 , pp.
2 05 -

b. Proposed Standard

Apart  f rom survey ing  con t rac tor prac t ice , the

ques t ionna i r e  a t t empted  to ob tain reac t ion to v a r i o u s  proposed

standards to determine t he i r  f e a s i b i l i t y  and desirabilit y .

The respondents were asked to assess whe the r  the p ropos i t i on

was “ too r e s t r i c t i v e , ” “ about r i ght , ” or “too f l e x i b l e ” in

its t rea tment  of the s u b j e c t .  The proposed deprec ia t ion

s tandard read :

The amoun t of deprec ia t ion  charged to a cost cen te r  or
cost ob j ec t ive  oug ht  to r e f l e c t  the cost of asset se rv ice
consumed. The method se lected for comput ing dep rec i a t i on
should be t h a t  method which  most c lose ly  approx ima tes  the
actual consumpt ion  of asset service ra the r than  one pre-
ferr ed for i t s  tax or for  f i n a n c i a l  r epor t ing  considera-
t ions.  [10 , p. 227]

28
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Reaction was somewhat mixed , depending on whether

the respondent had experience with Governmen t contracts or

not. The majority having experience indicated the standard

was “too restrictive” while a minority without experienc e

gave the same answer. “About right” was the response from

- S a minor i ty  of the experienced contrac tors  and from a m a j o r i t y

of f i rms without  contract experience.  The study noted w i t h

in te res t  the d i f fe rence  in response be tween contractors  w i t h

and wi thout  Government cont rac t  experience .

As a re la ted issue regarding cost accounting

t r ea tment  of deprecia t ion and the need for  a standard , the

• stud y also evaluated DAR(ASPR) Section XV. Respondents were

asked to assess various paragraphs  of the Section and give

their  opinion as to the extent  to which each paragraph

expresses s a t i s f a c t o r y  cost account ing.  Paragrap h 205.9 on

depreciation was viewed by 5 7 . 7 %  of the respondents  as need-

ing “no revision” and by 18 .2% as needing “minor  r ev i s ion . ”

“Major revis ion” and “ inappropr ia t eness  as a standard” were

chosen by only 1 7 . 6 % .  The newly created CASE lost no t ime

in pu t t ing  these data to use and soon began ser ious  work on

developing a Cost Accounting Standard (CAS) devoted to

depreciat ion.

B. EXPOSURE DRAFTS OF A STANDARD

The process leading to the promulgat ion  of a Cost

Accounting Standard is complex and encompasses a wide v a r i e t y

of actions . This section wil l  provide a rough ou t l ine  of the

29
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actions take n by the CASB i n- s e t t i n g  standards wi th  pa r t i c -  —

ular emp hasis on the ear l ier  e f f o r t s  associated wi th  Cost

Account ing Standard #409 (he rea f t e r  referred  to as CAS #409

or Standard).

1. Background

General ly ,  the development of a CAS is a methodical ,

interact ive process. The professional staff of the CASB

proposes areas of research intended to discover whether a

CAS is desirable  and feasible. Upon approval by the Board ,

the staff commences research , including library study of

books , theses , procurement regula t ions , indust ry  pronounce-

ments , court decisions , various Governm ent files and dis-

closure s ta tements .  Discussions and v i s i t s  w i t h  contractor

and industry represen ta t ives  iden t i fy  issue s involved.

Quest ionnaires  migh t  be used to solicit responses and expres- 
-

•

s ions of views from a broader cons t i tuency .  The CASB staff

accumu lates and tabulates the various inputs to evaluate

alternatives and recommendations. The staff at this point

may recommend dropp ing the top ic from the research process.

If the project has merit , the staff will beg in a rough draft

of the proposed GAS. This is then sent to various individ-

uals and organizations for comment. These comments are

solicited to examine the CAS ’s feasibility, assess its finan-

cial impact, and est imate its likely benefit. After comment ,

the staff prepares a proposed CAS and submits it to the Board

for review and approval. Approval causes the proposed CAS to

be pr in ted  in the Federal Registe r .  This is an in tegra l  part
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of the research process and serves as public solic itation

by the Board to submit comments on the proposed CAS. Re-

sponses are summarized and changes to the proposed CAS are - 
-~

made and j u s t i f i e d .  In addition , each Board member reviews

all correspondenc e related to this sol ic i ta t ion when consid-

ering a f inal  decision to approve a new CAS . The Board

u l t imate ly  may (1) send the CAS back to the s ta f f  for fu r ther

research , (2) instruc t the s taff  to revise the CAS and then

promulgate it , or (3) promulgate the CAS as it ex is t s .  Final

action is to promulgate the CAS o f f i c i a l l y  in the Federal

Regis te r .  Unless overruled by Congress within 60 days , the

CAS has the fu l l  force of law wi th in  120 days of publ ica t ion .

[36]

2. Initial Draft

The early e f fo r t  undertaken by the CASB to address

a Standard on depreciation closely paralleled the process

outlined above. 2 On the heels of the GAO study and creat ion

of the CASB , s taff work commenced in May 1971 to review depre-

1 ciation. As part  of the background e f fo r t , reviews were con-

ducted of Government procurement regulations dealing with

deprec iation , data obtained from various accounting associa-

• tions including the AICPA and NAA , and inform ation from the

Treasury Department and Internal Revenue Service. To augment

• these data, depreciation information as a part  of negotiated

2 Chairman of the Cost Accounting Standards Board , Mr.
Elmer B. Staats , provides an excellent summary of the events
leading to promulgation of CAS #4 09 in “The History of Standard
No. 409 ,” Management Accounting (Octobe r 1975) , pp . 2 1-26.

3~~ 
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defense contracts and defense contractor Disclosure State-

ments on file with the Board were analyzed. This preliminary

work led to the distribution of an issues paper dealing with

depreciation in December 1971.

This early “Preliminary Statement of Depreciation

Issues” set a tone that suggested changes to depreciation

treatment as a part of negotiated contracts.  The second

paragraph read :

Since current pract ices were not developed for  use in
pricing defense contracts or costing work performed for
the Government , the practices may or may not produce
equitable pricing of work performed for the Government
on defense contracts .  We believe , therefore , that  there
may be a question as to whether current pract ices are
reasonable or whether other approaches to depreciation
accounting might produce more equitable costing or
pr icing data. [16]

Responses to this issues paper called a t tent ion  to

several broad issues that would dominate the Standard ’s

future . The Mach inery and Allied Products Ins t i tu t e  (MAPI)

summarized these in their  response to the Board. They were :

a. Depreciation policy with respect to allowability
would consider only contract costing and pricing .

b. Normal accounting records maintained by contractors
would be replaced or augmented by new recordkeeping
requirements for depreciation.

c. A standard on depreciation mi ght be counter to public
policy incentives aimed at encouraging contractors
to modernize their faci l i t ies .

d. A standard on depreciation should also be consis tent
with the stated goal of encouraging contractors to
own their facilities.

e. Defense p rof i t  policy and. return on investment con-
siderations should be consistent with depreciation
policy . [40]

32
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As a result  of the responses to the pre l iminary

issues paper , the CAS B prepared and dis tr ibuted a question-

naire  in Apri l  1972. During this  same period the s t a f f  met

and held discussions with contractors at their plant loca-

tions and performed a detailed study of depreciation costs

of 107 contractor profit centers. The Board and staff held

meetings wi th DoD, professional accounting and industry 
—

associations to discuss the issues involved. Finally, dur-

ing March 1973 a p re l iminary  s t a f f  d r a f t  of a proposed

depreciat ion Standard was sent to 2~ 0 contractors and other

interested part ies. Importan t features of this proposal 
-

•

were:

a. The unit-of-product ion method for depreciation

best reflected the expiration of serv ice potential. Where

the method could not be applied reasonably,  the straight

line method would be used unless d i f f e r e n t  methods could

be j u s t i f i ed  by “persuasive evidence .”

b. The useful  l i fe  or service l i fe  over which

depreciation would be computed would be supported by studies ,

production records or other empirical data. If not avail-

able , the longer of industry averages , as listed in IRS

regula tions , or lives used in computing deprec iation for

financial reporting would be used. (15]

Many respondents noted the conspicuous absence of

- . reference to the use of accelerated deprec iation methods

unless “persuasive evidence” existed. In addition , the

proposed treatment of depreciation was viewed as contrary

33
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to public policy as expressed in Federal income tax legis-

lation. Finally, modein i:ation and investment could con-

• 

S 

ceivabl y be a f f e c t e d  by depreciation decisions.

The above preliminary actions over about a four-year

period led to the f ina l steps in promulgating a depreciation

Standard .
- 

_ 3. F i r s t  Exposure Draf t

On 11 June 1974 the CASB issued the f i r s t  of two

d ra f t s  on a proposed Cost Accounting Standard , Depreciation

of Tang ible Capital Assets. The text of this draft is con-

tained in Append ix A.

a. Major  Features

In introducing the proposed Standard , the Board

noted:

Income tax regulations have established bases for
selection of depreciation lives and methods of depre-
ciation for assigning depreciation cost of accounting
per iods. Our research has indicated that contractors
often select depreciation lives and methods for con-
tract costing purposes based on what is permitted by
these regula t ions  rather than on bases which are
representa t ive  of the consumption of the service
potent ia l  of the t ang ib le  capi ta l  asset. In these
circumstances many choices have resul ted in unduly
accelerating allocation of depreciation cost to
ear l ier  cost accounting periods and to f ina l  cost
object ives  wi th in  those earl ie r  cost accounting per-
iods. [11 , p. 20505]

Address ing this problem , as viewed by the Board , was the

• stated purpose of the proposed Standard :

The standard is based on the concep t that depreciation
costs identified with cost accounting periods and ben-
efiting cost objectives within periods should be a
reasonable measure of the expiration of service poten-
tial of the tangible assets subject to depreciation .
[11 , p. 20506] 
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The proposed Standard ’s primary features are

summarized below:

(1) Deprec iable cost of assets will be assigned

to cost accounting periods in accordance with the following

criteria: (a) depreciable cost is capitalized cost less

residual value; (b) estimated service life will be used to

determine the cost accounting periods to which deprecia t ion

is ass ignable;  (c) the depreciat ion method shall  reflect

the expected consumption of the service in each cost

accounting period;  and (d) gain or loss on d i spos it ion  of

the asset wi l l  be ref lected in the period in which it  occurs.

(2)  Annual deprecia t ion cost is a llocated in

accordance wi th  the fo l lowing c r i t e r i a :  (a) d i r ect ly

• 
- 

charged if based on usage and s imilar  t rea tment  is accorded

l ike assets;  (b) charged as an organizational cost if the

asset is par t  of an organiza t iona l  un i t  tha t  ass igns  i ts

cost based on services rendered; (c) charged to an indirect

cost pool if not covered under (a) or (b)  above ; and (d)

gain or loss is allocated in the same manner as the allo-

cated depreciat ion cost of the asset .

(3) Service lives shall be the e st ima tes  used

for f inancial  accounting purposes unless the lives are un-

realistic , in which case more realistic estimated service

lives need to be developed. The lives used shall not be

less than asset guideline lives established by IRS regula-

tions , excep t where Ca) the contractor can demonstrate

shorter lives supported by records of past retirement or

35
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replacement or (b) con t rac t ing  par t ies  hav e agreed in

advance to shor ter lives based on special c i rcumstances .

(4) The method of depreciation used for contract

costing should approximate the expected consumption of the

asset ’ s services in each per iod.  The f inanc ia l  account ing

me thod is acceptable if it reflects the consumption pattern

and is also acceptable for Federal income tax purposes.

(5)  Consumption of asset  services should reflect

the expected activity or physical output of the asset.

Acce lerated methods are appropriate if consumption is greater

in early years. Straight line is appropriate if a level

consumption is expected over the asset ’s life. A deceler-

ated method may be appropriate under special conditions.

(6) Orig inal complements of low-cost equipment

shall be depreciated to half their cost over half the aver-

age service life of the orig inal group of items . Further

deprecia t ion would occur only a f te r  determining when the

complement would be disposed of or when the operational unit

for which the complement was acquired would cease operation .

Depreciable cost would be written off over the remaining

l i fe  as determined .

(7) Residual value shall be determined for  all

capital assets .  If residual value exceeds l0~ of cost , it

would be deducted to determine the depreciable cost except

• where a decl in ing-balance  method is used. No depreciat ion

cost would be charged when rema ining book value fell below

the stated residual value .

36
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b. Summary of Responses

Like the Board ’ s preliminary efforts to deal with

a CAS on deprec ia t ion , the response to the first exposure

dra f t  in the Federal Register was significant and represent-

ative of cross-sections of industry , the accounting profes-

sion and Federal agencies. A review of the responses

reflects a genera l ly  c r i t i c a l  eva lua t i on , rang ing  from

questioning a need for a Standard to recommendations for a

number of substantive changes.~

Many respondents noted an improvement in the

provisions concerning depreciation methods . Early versions

had favored the straight line method , while the proposed

standard included provisions for accelerated depreciation .

Howev er , many voiced concern over the recordkeeping neces-

sary to support its use and disputes that mi ght arise if

the i n t e r p r e t a t i o n s  by con t rac t ing  o f f i c e r s  and aud i to r s

d i f f e r ed  from tha t  of the c o n t r a c t o r .

As a re la ted  issue , many respondents  took excep-

t ion to the Board ’ s p r e f a t o r y  s ta tement  tha t  con t rac to r s

of t en  selected deprec ia t ion  l ives  and methods for  contracting

based on what  is permi t ted  for  income tax purposes rather

than those represen ta t ive  of the consumpt ion  p a t t e r n  of

As noted in the publ ished d ra f t  of the Standard ,
• responses there to  are made ava i l ab le  for  p u b l i c  inspect ion .

CASB k indly  consented to provide the author copies of the
responses to both the f i r s t  and second exposure d r a f t s
appearing in the Federal Register. A summary of key po in ts
and a t t r i b u t e d  responses can be Tound in (a) Federal  Contract
Reports ,  No. 545 (26 Augus t  l9 4 ) ,  pp. A-S  - A- 7, an~ (b)
Cost Account in~ Standard  Guide (Commerce C lea r ing  House , I n c . ,
1g 74), pp. 8~,0S-86 l8.
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;he asset. Industry saw this as a short-sig hted position

that disregarded various economic considerations , including

t - the decl in ing  value of the •asset , i n f l a t i o n a r y  pressures ,

increasing maintenance  and replacement costs , changing

market  requirements  and unce r t a in ty  associated wi th  su.~-

ta m ed Government con t rac t s .  In effect , these criticisms

argued that  the CASE was ignor ing the impac t of obsolescence

in the life of the asset. In a broader context , the need

for  mode rn i za t ion  and s tay ing  abreast  of technolog ical ad-

• vances was seen as endorsed by Federal  income tax po l icy

that recognized accelerated methods of depreciation. Several

respondents saw a conflict between these established goais

and policies and the proposed Standard .

- 
- - 

The treatment of service lives was another con-

tested issue in the Standard. Many respondents voiced

objections over the determination and use of “expected

actual periods of usefulness” as restrictive and unrealistic

to implement. Many references were made to past IRS exper-

ience in handl ing this same issue . The IRS ultimately

developed the “asset guideline lives” based on industry

experience because of controversies and disputes with tax-

payers over their individual service life determinations .

it was recognized that reliance on individual past exper-

ience in establishing service lives was not a good predictor

of the future. Contractors were quick to note that the

burden of proof in setting service lives would fall exclu-

sively on them. The use of lives shorter than prescribed

_ _



by the guide l ines  could be expected to be disputed by

audi tors .  On the o ther  hand , if the auditors believed

the l ives were longer  than the c o n t r a c t o r  selected , though

longer than the guidelines , the contractor would still have

to support their use. Cont rac tors  noted that , despite the

apparent accuracy of records of past use and retirement ,

the establishment of service lives for newly acquired assets

was at best an es t imate  or guess subject to a great deal of

uncertainty. The cos t l y  and time consuming process  of data

analysis and recordkeeping needed to support justification

for service lives selected was seen as an unnecessary burden.

Several respondents  ques t ioned whe the r  adequate  records

presently existed to perform such analyses. In weighing the

above arguments , most respondents recommended the Standard

be modified to allow the use of IRS guideline lives for

contract costing , without further justification and record-

keeping .

Many comments and recommendations were made

regarding the t rea tment  of residual values . The determin-

ation of residual values for all acquired tang ible  assets

was noted as even more inaccurate than de te rmin ing  asset

l ives.  Recommendations to e l imina te  the provis ion  for de-

ducting residual value from acquisition cost were based on

• these inaccuracies. Others recommended more explicit guid-

ance and proposed. that the use of 10% or greater residual

values should be acceptable without supporting justification.

By far  the m a j o r i t y  of contractor respondents recommended

39 
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— dropping the section on residual value because of the

insignif icant  or minimal value that  would exist  in the
* uncertain future .

The treatment of gains and losses on d isposi t ion

of tang ible assets caused fur ther  discontent among contrac-

tors. First , contractors saw the possibility of the Govern-

ment participating in gains on the disposal of property that

the contractor had invested in. This would occur if the

“amount realized” exceeded not only the undepreciated book

value but also the historical cost. This might be caused

by asset appreciation for a variety of reasons. To counter

this “windfall” gain, contractors recommended that the gain

subject to contract adjustment should not exceed the orig inal

cost less the undepreciated balance. Others were concerned

tha t this “gain” resulted from inf la t ionary  pressur e and

that a price def la to r  adjustment should be used in deter-

mining any gain or loss.

Finally, the provision regarding the original

complement of low-cost equipment received critical attention

from most of the contractor respondents . Many saw the re-

quirement as arbitrary and illogical. It was pointed out

that adequate treatment of low-cost capital items was already

the subj ect of a Cost Accounting Standard , GAS #404 , “Capi-

tal iza t ion  of Tang ible Cap ital Assets.” Others noted that

an apparent inconsistency existed concerning asset usefulness

and corresponding consumption through depreciation . Lastly,

contractors  voiced concern over the administrative controls

5-~~~~~~~~ ~~~~~~~~~~~~~~~~ 5- — - - -
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necessary to account for these comp lements as required by

this unique treatment.

In line with  contractor  responses to the proposed

Standard , the majo r  Government procuring agency, the Depart-

ment of Defense (DoD), reiterated many of the same objections

to the Standard . A prime concern of DoD was the recurring

requirement for contractor accumulation of documentation —

and the Government’ s review to support service lives and

depreciation methods . It was stated that this effort would

increase costs and lead to potential unequal treatment of

contractors. Regarding depreciation methods , DoD was even

more exp l ic i t  in s t a t i n g , “We are opposed to any requirement

that  would make it more d i f f i c u l t  for  contractors  to avail

themselves of accelerated deprec ia t ion . ” The ra t ionale  pro-

vided was the impact of accelerated depreciation on the cash

flows of contractors and its relation to DoD’s goa l of en-

courag ing contractors  to re inves t  and modernize their facil-

i t ies .  In addi t ion  to increasing costs associated wi th  older

facilities and diseconomies related thereto , DoD was con-

cerned about the prospect of hav ing to fu rn i sh  f ac i l i t i e s

to contractors tha t would now re fuse  to undertake their own

investment. Also , contractors  nominal ly  involved in defense

work might  get out a l together  and , thus , reduc e the defense

industr ial  base. DoD pointed out tha t  the In terna l  Revenue

Code had advantages in that it s impl if ied  the c r i t e r i a  appli-

cable to select ing depreciat ion methods and the documentation

e f f o r t s  by contractors  and Government a l ike .
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Uniform treatment of contractors , m in imum recordk eeping

and data accumulation , and minimizing the burden on the

Government wi th  respect to review highlighted DoD’s response.

Fina l ly ,  DoD took exception to the treatment of gains and

losses by recommending re ten tion  of DAR (ASPR) Sec tion

15 - 2 0 5 .32 , which excluded gains or losses on disposal  of

tangible  assets from contrac t cost .  This provis ion ref lected

DoD policy of encouraging contrac tors  to modern ize  p lan t  and

equipment in the case of gains. Including gains as an adjust-

ment to contrac t cost in the period occurring would be fur-

ther dis incent ive to th is  goal .

4.  Second Exposure D r a f t

The CASB received more than 100 l e t t er s  in response

to i ts  first s exposure draft. These reflected widely diver-

gent views and recommendations. After consideration , the

Board revised the proposed Standard and published it again

in the Federal Register of 3 October 19’4. This second pub-

lication of a proposed Standard was unprecedented for the

Board. In response to this proposal , the Board received 80

l e t te rs . 4 The text  of th i s  d r a f t  is contained in Appendix B.

As footnoted earl ier , CASB provided the au thor  w i t h
responses to both proposals appearing in the Federal Regis-
ter. A summary of key points and attributed responses to
~E1~Ts second draft can be found in (a) Federal ContractsReports, No. 550 (7 October 1974), pp. ~~-1 

- A -2 , (b) Federal
Contract Reports, No. 555 (11 October 1974), pp. A -3  - A- 7 ,
(C) Federal Contrac t Reports ,  No. 556 (18 October 1 9 7 4) ,
pp. A - l 4  - A - l ä ,. and (d) Cost Accounting Standards Guide

• (Commerce Clear ing House , I n c . ,  1 9 7 4 ) ,  pp. 863 1-2 , 8 6 4 6 ~ 50 . 
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a. Major Features

The ma jo r  change to the revised Standard  was

introduced in the Board ’s pr efatory comments. I t  s t a ted :

The proposal published on June 11 re l i ed  in pa r t  on
- 

. asset guideline class lives established by the Treasury
Department. The Board , after care fully considering
all the relevant  issues and the advice it  has received ,
has determined tha t  asset  service l ives  for  cont rac t
cost ing purposes should be developed on the basis of
the contractor ’s own actua l previou s experience with
comparable  assets in s imi la r  se rv ice .  The Board has
therefore modified its proposal in order to place the
primary relianc e on records of the age of assets at
the time of disposal or withdrawal from active service .
The Board recognizes that such records are not now in
ex i s tence  for  a l l  c o n t r a c t o r s .  The bas ic  data f rom
which  suc h ana ly se s  can be prepared , however , are
gene ra l ly  a v a i l a b l e .  The Board has de te rmined  tha t  a
reasonable work ing  per iod should be provided in w h i c h
contractors can prepare the appropriate analytical
records. [U, p. 356~ 8]

in s t a t i n g  th i s  requ i rement , the new proposa l  would take

in to  account suc h fac tors  as costs of repair and mainten-

ance , periods of standby or incidental use and technical

or economic obsolescence of the asset or of the product or

service the asset produces. Recognizing that many contrac-

tors  would not already have the records necessary  to support

th i s  requ i rement , the Standard  e s t a b l i s h e d  a t w o - y e a r  imple-

mentation period for their development. As an i n t e r i m

mea sure , corporate financial accounting criteria for depre-

c ia t ion , if reasonable , could be used by contractors. The

proposed Standard also rev ised  i t s  t r e a t m e n t  of o r i g i n a l

complements of low-cost equipment by p e r m i t t i n g  f u l l  amor-

t i z a t ion over t he i r  e s t i m a t e d  service  l i f e .  The o r i g inal

proposal had drawn many comments regarding the rationale

and logic of d e p r e c i a t i n g  these asse ts  over ha l f  t h e i r  l i f e
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until their remaining usefulness could be determined.

Finally, the Standard reflected a change in the treatmen t

of gains and losses on disposition of assets. As had pre~

viously been recommended , the new proposal treated a gain

as the difference between the original acquisit ion cost and

the undepreciated book value if the net proceeds exceeded

acquisition cost. The rema ining portions of the draf t  were

substantially unchanged from the 11 June 1974 publicat ion.

b. Summary of Responses

The responses from contractors focused primari ly

on the requirement that estimated service lives be supported

by contractor records of prior  experience. Strong objec-

• tions were made to removal of the option to use IRS Guide-

lines as an acceptable minimum in determining service lives.

The objections followed one or more of the following lines :

(1) The Treasury Department had attempted to

follow similar cri teria in referr ing to past ret i rement

history of assets . This was attempted through the use of

the Reserve Ratio Test , which was later determined to be

unworkable. As a result , the IRS developed the Asset Depre-

ciation Range (ADR) system . These guidelines represented

industry service l i fe  averages and were generally acceptable

to contractors. It was recommended that contractors desir-

• ing to deviate from the guidelines could do so on an excep-

tion basis , each j u s t i f y ing its own s i tuat ion.  The major i ty

of contractors would benefit from reduced recordkeep ing

requirements and uniformity .

- - - - - 5 -
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(2) The recordkeeping requirements  would create

addit ional costs and possible disputes with auditors. The

need to create a second or th i rd  set of records for  cost

accounting in addit ion to those presen t ly  main ta ined  for

financial accounting and tax reporting was particularly

bothersome . Many saw smaller contractors as being effec-

tively pushed out of Government business by the onerous and

heavy burden of main ta in ing  these records.

(3) The degree of precision that the Standard

at tempted to achieve throug h the use of h i s to r i ca l  records

and re t i rement  act ions  was seen as not  cons i s t en t  w i th  what

many described as , at best , an es t imate  or guess of fu tu re

service l i fe .  The idea of technolog ical and economic obso-

lescence , though addressed in the Standard , were cited as

examples where past experience was a poor indicator  of the

fu ture , especially on a contractor-by-contractor basis. The

fac t that  one contractor ’ s experience d i f f e r ed  from another ’ s

suggested that  many variables might shift at random . Here

again, support was voiced for the IRS Guidelines that reflected

broad experience and un i fo rmi ty .

(4) The issue of consistency with national policy

objectives was also raised.  General ly ,  the CAS B , an agency

of the Congress , was c r i t i c i zed  for proposing a Standard

• counter to established Government pol icies  of promot ing  cap-

ital recovery and reinvestment in modern facilities. Many

responden ts voiced concern that a restrictive Standard on

depreciat ion would cause a shrinking of the industrial base
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by forcing a withdrawal of commercially oriented contractors

and by acting as a disincentive to capital investment.

The DoD posi t ion regarding the proposed Standard

was , as with the original draft, simi lar to that expressed

by contractors. The requirement for contractors to develop

and maintain records to support service lives was seen as

imposing substantially increased costs of administration ,

requiring additional Government personnel to review contrac-

tors’ negotiating positions , and giving rise to a substantial

number of disputes.  DoD continued to voice its opinion that

the Standard made it difficult for the contractors to use

accelerated depreciation methods , which DoD endors ed, and
• would thereby reduce contractors ’ cash flow . The cash flow

prob lem , as previously stated , was seen by DoD as not in

accordance with the goal of encouraging reinves tmen t in

modern faci l i t ies .

C. PROMULGATION OF THE STANDARD

1. Final CASB Hearing

As the CASB began its f ina l de l ibera t ions  on a

depreciation Cost Accounting Standard , one last n~eeting was

scheduled to allow industry representatives to present their

views before the board. In his opening remarks , CASB Chair-

man Elmer Staats highlighted the Board’s work over the last

3-1/2 years which led to the development of a proposed depre-
• ciation Standard .5 In op ening the meet ing for presenta t ions,

The meeting of 20 December 1974 consisted of members of
the Board and representa t ives  of industry and the accounting
profession . The author g r a t e fu l l y  acknowled ges receipt of a
transcript of this meeting from the CASS.
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Chairman Staats requested the representa t ives  to express

their current concerns which had not previously  been corn -

municated. —

During this meeting many arguments and concerns that

had been previously addressed were raised again. The follow-

ing is a summary of the importan t issue s voiced by the

meeting ’s participants:

a. The treatment of depreciation as reflected in

the proposed Standard is contrary to stated objectives of

national  policy to provide industry incentives to invest in

facility modernization and increase productivity.

b. The administrative features of the proposed

• Standard require extensive and costly recordkeeping to

justify corporate decisions. The data and information

required are , for the most part, either not available or

not readily accessible nor required for similar financial

accounting or income tax purposes.

c. The individual selection of depreciation methods

and service lives and their detailed justification is incon-

sistent with the CASB’s stated goal of uniformity. This

would lead to disputes between the Government and contractors

where little or none had previously existed . Though the

intent of the Board may be to minimize administrative burdens

imposed by the regulation , the interpretation and implementa-

tion by Government procuring agencies and auditors may, in

fac t, be quite different.

47
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d. Increasing regulation of th-e defense industry

would cause commercially oriented companies to withdraw

from defense markets. Further , there would be erosion in

the subcontractor ranks as many of the smaller firms dropped

out.

e. Contractors, viewing the disincentives to their

own investment in tangible assets , would look to the Govern-

ment to undertake the investment and furnish plant and

equipment as part of contract negotiations . This would be

contrary to stated policies regarding the Government to

reduce its owu par t ic ipat ion  in this area.

f. Present Government regulations , i.e., DAR(ASPR)

and IRS , adequately provide for the accounting treatment of

depreciation . These have been well understood and applied

• by both contractors and the Government for many years.

g. The proposed Standard fails to address the areas

of price level accounting and interest as a cost of cap ital .

Failure to account for these would erode capital recovery

through historical depreciation cost and ultimately leave

the contractor worse off.

h. CASB representatives commented on the following :

(1) Consideration was being given to the use of

statistical sampling in supporting service life estimates.

(2) The Board was considering whether record-

keeping should be required to demonstrate the extent of

standby or incidental use.
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(3) The proposed Standard is f l e x i b l e  and

real is t ic  in that the depreciation method and service life

ref lec t  the company ’ s experience and circumstances.

• (4) The Board acknowledged the omiss ion of

price level problems and interest  as a cost of capital  as

a part of the proposed Standard . I t  did note that there

was cont inuing work in these areas that  would possibly be

in e f f ec t  by the time the depreciation Standard was impact-

ing on contractors .

2. Publ ica t ion of the Standard

During the next r egu la r ly  scheduled mee t ing  of the

CASB on 22 January 1975 , the Board reviewed the proposed

Standard , including changes submi t t ed  by members of the

Board. Put to a vote , the Standard was approved by the

Board with one member , Mr. Charles A. Dana , dissenting.

The Standard was subsequent ly  publ ished in the Federal

Register of 29 January l 9 ’ S .  The text of the CASB prefatory

comments on the Standard and the Standard i tse l f  are con-

tained in Appendix C.

a. CASB Comment

The Board ’s commen ts highlighted the Standard ’s

history and efforts in developing i t .  in reviewing the

comments the following points were made :

(1) Changes in contractor cash flow would be

minima l due to the two-year  per iod to develop records to

support service life estimates . The cash flow loss would

be the difference be tween depreciation amounts using the old

I
- 

- 
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and new service l i f e  es t imates .  The total  impact would

not be felt until a “full cycle of asset replacement is

completed.”

• (2) The need for a Cost Accounting Standard

on depreciation is outside the realm of policy issues con-

cern ing capital investment and recovery . The determination

of the adequacy of capital recovery and profits is a policy

question for the procuring agencies.

(3) The Board recognized that disputes might

arise between contractors and Governmen t agencies regarding

service lives and estimating future asset usefulness. The

Board encouraged that the agencies develop and provide

wri t ten  guidance to f ie ld  personnel to minimize  these c on-

flicts.

(4) In assessing the costs and benefits

associated w i t h  the Standa rd , the Board acknowled ged tha t

some contractors would bear additional costs to implement

the requirements. These , however , would be more than offset

by the better measurement of depreciation cost and management

• of assets. The Standard , in the Board ’s view , would enhance

both the Government and contractors ’ respons ibilities to

account properly for the expend iture of public funds . [131

b. Main Features

As promulgated , the Standard was essentially

unchanged from the second exposure draft that was issued

3 October 1974. Though the effective date of the Standard

was se t as 1 July 197 5, the two-year period to develop
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records on past experience to support service life estimates

would not fully affect most contractors for at least three

years. The Standard further clarified expected asset use-

fulness as excluding periods that assets are retained in

standby or incidental use. However , adequate records would

have to be maintained to support these withdrawals from

active use. Other refinements included redefining estimated

res idual value and serv ice li fe as “current” forecasts so as

to recognize the impact of economic and technical obsoles-

cence and similar factors.

c. Dissenting Statement

Prior to CAS #409, the previous eight Standards

had been approved unanimously by all of the Board members.

The final CASB vote on CAS #409, as was noted earlier , in-

cluded a dissent by one of the Board members. Mr. Charles

A. Dana , the industry representative on the CASB , prepared

a sixteen point statement of dissent from the decision to

promulgate the Standard.6 Mr. Dana noted that an overwhelm-

ing m a j o r i t y  of business in teres ts , p rofess iona l  accounting

and industry associations and the Department of Defense had

offered strong criticism of the Standard . In assessing this

reaction , Mr. Dana observed this “to be bas ed on very per-

suasive evidence and argument which serve to corroborate ,

amplify and f o r t i f y” his own experience.  While  many of the

6 The tex t of Mr. Dana ’ s s ta tement  is found in Cost
Accounting Standards Guide (Commerce Clearing House , Inc .,
1975), pp. 8688-8697.
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issues in his statement were a summary of previous comments

received by the Board , the fol lowing deserve mention:

(1) During the final hearing by the CASB on

20 December 1974, Mr. Dana had referred to differing econ-

omic and financial circumstances applicable to individual

cont rac tors .  His s ta tement  expands th is  idea by the use of j~iexamples which illustrate what he saw as inequities. Van - H
ations in service life estimates computed in accordance with

the Standard mi ght result from the

(1) adequacy of financing ,

(2) varying levels of capacity,

(3) management decision to increase subcontracting, and

(4) levels of Government support with facilities [22 ,
p. 8690J

(2) Mr. Dana expressed disappointment with the

Board’ s fa i lu re  to provide an immate r i a l i ty  exempt ion .  Cit-

ing the CA SB’ s r e spons ib i l i t y  to consider  probable  costs of

implementat ion compared to the benef i t s , the Standard would

place a burden on small companies and those commercially

oriented in their business. The statement went on to pro-

pose recommending guidelines in determining materiality.

(3) Regarding gains resulting from the disposal

of real property, Mr. Dana was in strong disagreement. The

gain , in his op inion , did not ref lect  an adjustment of pre-

vious depreciation expense , but an increase in land value .

In the case of a building , the structure depreciated while

the underlying land , which is not subj ect to depreciation ,

appreciated. In e f f ec t , the increased value of the  ‘location ”

52 -
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would prov;i4’~ the Government cos t- f r ee  use of the buildings.

This constituted a “windfall” to the Government , which had

not shared the risk in purchase nor the investment capital .

S t  . In rebut ta l  to Mr. Dana ’ s dissent , the CASB prepared

a brief statement which referred to the Board’s prefatory

c-

~

mments to the Standard as being an expression of their

posit ion regarding Mr.  Dana ’s statement.

D. CONGRESSIONAL HEARINGS

The publication of a CAS in the Federal Register requires

one final review before it becomes effective. The legisla- 4

tion establishing the CASB and defining its procedures

provides for Congressional review and oversight of CAS pro-

mulg’~ations. Concurrent with its publication , the CAS is

- - - transmitted to Congress.  Unless the Congress , w i t h in 60

day s of continuous session , passes a concurrent reso lu t ion

that it does not füb r he-prupQ~ed CAS , the CAS then ,~becomes

law after 120 days have elapsed since publication .
- 

- 

In the case of CAS #409 , the Standard becam e f ina l  ~on

• 25 March 1975 with an effective date of 1 July 1975. How-

ever , unlike any previous or subsequent CAS issued to date ,

the strong expressions of concern made by industry resulted

in both the Senate and House of Representatives holding

hearings on the Standard. The Senate Subcommittee on Pro-

duction and Stabilization of the Committee on Banking ,

Housing and Urban Affairs (hereafter referred to as Senate
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Committee) he ld i ts  hear ing on 14 Apr i l  1975.~ Sh or t l y

thereafter , on 1 May 1975 , the House of Represen t a t i ve s

Subcommittee on Economic Stabilization of the Committee on

Banking ,  Currency and Housing ( h e r e a f t e r  r e fe r red  to as

House Commi t t ee )  he ld  i t s  h e a r i n g . 8 To a large extent , the

testimony and material presented at both hearings were

similar.

In his opening remarks , Senator Al an Cranston , the

Senate Committee Chairman , summarize d the purpose of the

hearings as follows:

Th is hearing is  being he ’.d to determ ine whether the
cost accounting standard ~ :n;~~ ’ -.~~~~ a~. h an unreasonable
burden on industr y rL~ ~~ ‘~~ n c on . - i - ~~~ent with
nat iona l  economic  p o i i ~ v -~~~~ ~n4 prc’cureme nt objec —
tives. [4o , p.  1)

In assessing th is burden . t’~ ‘l i cwt ng roint s were of

interest:

1. Standard 409 requ ire-. that live- . of tangible
capital assets be based on hi stori cal service
lives , rather than on the asset depreciation

• range sys tem set forth by the IRS .

Is this change so s i g n i f i c a n t  a departure from
current national economic policy and procurement
ob jec t i ve s  as to warrant  modification or repeal
of the standard.

The text  of the Senate hear ing  is available in: U.S.
Congress , Senate , Committee on Bank ing ,  Housing and Urban
A f f a i r s . Cost Accounting Standard No. 409 - -Deprec i a t i on  of
Tangible Cap ftal Assets. Hearing before the Subcommittee
on Production and S tab il iza t ion , Senate , 94t h Cong., 1st
Sess . ,  14 Apri l  1975.

8 The text  of the House hear ing is a v a i l a b l e  in :  U . S .
Congress , House , Committee on Bank ing ,  Currency and Housing .
Cost Account ing Standard No. 409. Hearing befo re  the  Sub-
committee on Economic Stabili zation , House of Representatives ,
94th Cong., 1st Sess., 1 May 1975.
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2. Does the standard permit industry a fair recovery
of capi ta l  inves tment?

3. If the standard rema ins , should it be modified
or supp lemented to reflect the actual cost of
capital to industry and the cost of inflation ?

4. Does the standard reflec t the fair share of
cap ital costs which should be borne by the Govern-
ment in its negotiated contracts with the defense
and related industries? [46, pp. 1-2]

In address ing these questions , the two committees heard

tes t imony from indust ry , Government and var ious  p r o f e s s i o n a l

associations. Much of the material presented recapped

prev ious issues and concerns that were raised during the

Standard ’s development and promulgation. In addition to

these , some new positions and actions were identified.

The Stand ard’ s provision for providing a two-year delay j
to develop records to support service life estimates and the

assertion that the impact on industry would not be felt

until 19~8 were challenged . It was noted that many con-

tractors make their cap ital investment decisions one to five

years in advance of expenditure. As part of this process ,

contract bids for future years would include overhead rates

based on present circumstances. Overhead costs would include

charges for depreciation. In view of the Standard’ s require-

ments , contractors would have to consider these now , not two

or three years later.

DoD remained adamant against the Standard and , during

the House Committee hearings , requested that implementation

be delayed . Concern again was voiced regarding the disin-

centive the Standard would place on industry investments

_ _ _ _ _ _  ~~~~~~~~~~~~~~~~~~~~~~ ~~IJ ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ - - •



in equipment. Further concern was registered about indus-

try ’s continued interest in doing business with the Govern-

ment. In response to these concerns , DoD stated it was

undertaking a study to evaluate profitability in defense

bu siness , with the goal of revising profit policy. 9 The

delay in implementing the Standard would provide DoD the

time necessary to implement the revised profit policy.

Subsequent to the Senate Committee hear ing, Senator

Cranston sent a letter to CASB Chairman Staats noting his

concern regarding disincentives to contractor investment

and the need to address inflation and the cost of capital.

[48] With respect to the latter , he recommended the Board

take prompt action to issue Cost Accounting Standards on

these. In responding to the Senator ’s letter , Cha irman

Staats stated that Cost Accounting Standards on inflation

and cost of capital would be issued before any economic

impact could be felt from CAS #409.10

This study , which is commonly referred to as Profit
‘76, led to the issuance of Defense Procurement Circular
Number 76-3 of 1 September 1976. This circular set forth
changes to DoD profit policy by reflecting to a greater
extent the contractor ’ s investment in facilities in deter-
mining the profit objective through use of the weighted
guidelines . Further t reatment  of the DoD p r o f i t  stud y is
contained in: Profit ‘76 Summary Report, Office of the —

Assistant Secretary of Defense (Installations and Logistics),
7 December 1976.

10 The Cost Account ing Standards Board subsequently
proposed Standard No. 413, “Adjustment of Historical Depre-
ciat ion Costs Eor I n f l a t i on ,” which was later wi thdrawn ,
and Standard No. 414 , “Cost of Money as an Element of the
Cost of Faci l i t ies  Capi ta l . ”

. 
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E .  SUMMARY

The Standard on Deprec ia t ion  of Tangib le  Capi ta l  Assets

was preceded by extensive effort and research , tracing its

roots to the early work that led to the creation of the Cost

Accounting Standards Board. Various positions were taken by

both the defense industry and the Department of Defense in

response to proposed drafts of the Standard as well as its

final version. The controversy surrounding the treatment

of deprecia t ion for negot ia ted  cont rac t  cos t ing  was the

subject of Congressional interest shortly after the Standard

was promulgated .

The ensuing years are of i n t e re s t  in order to assess

• the impact of the Standard on the a c t i v i t i e s  and decis ions

of the defense indus t ry .  In the fo l lowing chapter , a b r ie f

review of subsequent research related to cost accounting

for depreciation will be examined . Finally, the issues

ident i f ied  previously  wi l l  be examined by r e fe rence  to

responses to a survey questionnaire used by the autho r to

gain current  in fo rmat ion  on the impact of the Standard on

defense contractors.
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IV . SURVEYS TO ASSESS THE STANDARD ’S IMPACT

The presentat ion thus far  has focused on the issue s and

concerns of industry prior to and during the promulgation

of the Standard . In assessing the impact of the Standard ,

questions concerning implementation , cost , and interface

with the Government require analysis. The author ’s interest

in these questions resulted in part from a comment made by

Mr. Frederick Neuman , Director of the Defense Contract Audit

Ag ency (DCAA ) , during an Association of Government Account-

ants ’ symposium . Mr. Neuman stated :

Some problems raised in the implementation of standards
have dissipated somewhat with experience. For example ,
CAS 409, the standard on depreciation of tangible
capital assets establishing requirements to accumulate
records to support asset lives used in depreciation
computations , drew an emotional negative response
from contractors. It appears that complianc e is being
accomplished withou t significant difficulty . [42]

A. PRIOR REVIEW AND SURVEY EFFORTS

1. DCAA Depreciation Survey

During the House Committee hearings , CASB Chai rm an

Staats made reference to a DoD survey that had been taken of

92 defense contractors to determine the qual i ty  of their

fixed asset records . [46 , p. 5] The questionnaire (which

appears in Appendix D) concentrates  on avai lable  cont rac tor

asset records to determine if service l i f e  es t imates  could

be made from them . The resul ts  of the s tudy , whi ch appear

in Table I , concluded that  all 92 companies surveyed had
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adequate records to be used as a baseline for estimating

future service lives.

TABLE I

RECAP OP QUESTIONNAIRE ON CONTRACTOR
FIXED ASSET RECORDS

Total Responses 92

Number having records showing:

Acquisition Dates 92

Acquisition Costs 91

Disposition Dates 82

Number having records show ing:
I

Period of standby or 4
incidental use • =

Record Retention Policies:

3 or More years after disposition 68

1 - 3 Years after disposition 6

1 - 3 Years after fully depreciated 2 
$

Removed from records when
retired or disposed of

92

Availability of Records to
Detennine Service Lives :

Mequate 52

Available but require analysis 40

Records tmavailable 0

92

Source: DCAA Survey of Defense Contractor Depreciation Records.
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2. AlA and CODSIA Surveys

t . The Aerospace Industr ies Association of America

(.AIA) and the Council of Defense and Space Industry As so-
- 

- ciations (CODSIA) have been very vocal adversaries of CASB

activity and pronouncements. As a part of their efforts to

represent the views of their industry constituents , both the

AlA and CODSIA undertook surveys of their members to assess

the impact of CASB activity and CAS legislation .

The AlA summarized its findings in a letter entitled ,

-
~ “Cost Accounting Standards--Summary of Five Years Experience.”

— This letter was sent to members of the House Committees on

Banking , Finance and Urban Affairs; Armed Services ; Appro-

priations ; and Government Operations ; as well as to the

chairmen of -comparable Senate committees. Related to CAS

#409, AlA noted that a significant majority of the members

surveyed disagreed with CASE statements regarding any benefit

that would result to the Government. Table II is a summary

of the survey results.

The material presented by AlA was a part of a broader

survey conducted by CODSIA , of which AlA is a member. CODSIA

had performed two industry surveys to assess the economic

impact of Cost Accounting Standards. The data related to

CAS #409 were developed during CODSIA ’ s second survey. This

second survey included responses from 81 defense contractors

with total Government sales of $29 billion as of their last

f iscal  year , of which a to ta l  of $14 b i l l ion  were under

CAS covered contracts. [233
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TABLE I I  
-

BENEF I TS OF COST ACCOUNTING STANDARDS 
-

The Board ’s annual reports to the Congress discuss
its promulgated Standards , including a descrip tion of
what the Board believes will be the benefits of the
Standard , principal ly as to improvements in account-
abil i ty , v is ib i l i ty  and negotiation of costs. The
following table summarizes respondents ’ evaluation
of the Board’ s statements regarding benefi ts  to the
Government expected of the Standard on which experi-
ence exists :

Percentage of Responses

Standard Strongly Agree Disagree Strongly - -

Agree Disagree

409 - Depreciation 0 5 50 4S
of Tangib le
Capital Assets

Source: Page 2 of Addendum to Reference 2.

As part of the survey , several questions related to CAS #409

were examined. Table III summarizes the responses , includ-

ing AlA input , to the question whether the Government would

derive benefit from the Standard as stated by the CASB.

Table IV summarizes the effect that the Standard imposed on

indu stry ’s accounting practices. Finally, Table V displays

the increase in cost allocated to Government contracts as a

result of the Standard.

_ _ _  _ _  . 
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TABLE I I I

BENEFITS TO THE GOVERNMENT

Th e CASB , in pre fa tory  comments to new Standards
or in it s annual reports to the Congress , states the
benefi ts  expected of each Standard. Respondents were
ask ed to express their  views of those s ta tements  wi th
respect to whether such benefits would be derived by
th e Government.

CAS 409 - Depreciation of Tangible Capital Assets

Statement Strongly Agree Disagree Strongly 100%
Agree % % Disagree Equals

Achieves better
accounting for depre-
ciation in the pricing 1 10 42 4~’ 103
and costing of defense
contracts

Increases uniformity
and caiq arability of
depreciation costs -0- 22 43 35 103
where circ*.Instances
are similar

Results in improved
estimating for contract -0- 4 49 47 103
negotiation

Source: Section D of Reference 23.
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TABLE IV

EFFECT ON ACCOUNTING PRACTICE

Effect of CASB Rules , Regulations and Standards on
Accounting Practices Reported by Respondents (Numbe r
of Cases)

(Thange No Change MemoItem Accan- Change Being Records Total
pu shed Required Considered Required

GAS 409 - Depreciation
of Tangible Capital 19 15 67 21 122Assets

Source: Section F of Reference 23.

TABLE V

COST IMPACT - -

Net Increase (Decrease) in Costs Allocated
to U.S. Government Work (in Dollars)

CASB Inception 
F al YItem Through Fiscal Year isc ear

Ending in 1974

CAS 409 - Depreciation $222 000 $260 000of Tangible Assets

Source: Section J of Reference 23.
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3. AGA Survey

In early 1977 the Associat ion of Government Account-
r ants CAGA) prepared and distributed a survey to a broad

segment of its membership . One purpose of the survey was

to determine the views held by a knowledgeable segment of

the membership on various aspects of each CAS. The majority

of the respondents were employed by DoD, NASA and the Energy

Research and Development Administration (now Department of

Energy). The bulk of the respondents were either auditors

or accountants. The survey focused on the clarity with

which each Standard was writ-ten , the extent to which it met

its objectives and the overall impact on the Government and

its contractors . [4] The tabulated responses to these

questions are contained in Table VI.

4. CASB Evaluation Conferences

During CASB’s brief history , the Board has held two

evaluati on conferences to provide industry an oppor tuni ty  to

express its views on the Board’s activity and promulgated

Cost Accounting Standards. During the f i r s t  Evaluat ion Con-

ference on 11 June 1975, very little was said regarding CAS

#4 09. 11 Honeywell Incorporated noted in its presentation to

the Board that CAS #409 “will cause significan t changes to

our accounting systems and may , in fact , create a chang e in

contrac t perfo rmance cost. ” [30 , p. V I I - 9 ]

11 
~ may be surmised that corporate presentations were

undergoing preparation for the Conference at a time when CAS
#409 had just been promulgated and was then the subject of
Congressional hearings. Furthermore , the effective date of
the Standard had been set for 1 July 1975 , subsequent to the
Conference date.

- 
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TABLE VI

AGA SURVEY ON COST ACCOUNTING STANDARDS

- 
Increases No Effect Decreases No. of

L~J~~~Ct Ofl• % % % Cases

Control of costs
during contract 32 68 - - 169
performance

Visibility of cost _

~~ 63 - - 162or pricing data

Frequency of Government! 24 63 1 0
contractor disagreements 

1 =

Easier No Effect Difficult 
No. of

Contract negotiation 19 69 12 155

Contract administration 18 65 17 151

Contract audit 27 48 25 174

Contract settlement 19 64 17 151

Very Clear! Marginal Unclear! No. of
Clear Clarity Very Unclear Cases

Perceived clarity 62 26 12 246

Source: Tables I-IV of Reference 4.
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The second Eva1üa~tion Conference , held on 12-13

October 1977 , provided pa r t i c ipan t s  a broader menu of topics =

to comment on. At that time , Standards 401 throug h 4 14 ha d
-. been promulgated and several others were in progress. Dur-

ing this Conference the previous CODSIA “Second Industry

Survey- -Economic Impact of Cost Accounting Standards ” and

the AGA membership survey were summarized and presented to

the Board. In addi t ion , several industry  represen ta t ives

made specif ic  comment on problems associa ted  w i t h  implement -

ing CAS #409.  These included many of the previous arguments

against  the Standard as well as data related to implemen-ta-

tion costs and disputes with DCAA regarding interpretation

of the Standard’ s requ i rements .  [14]

In recap p ing the events leading to the present , one

final point should be made. During the AGA symposium in

April 1977 , CASB Chairman Staats was critical of the AlA !

CODSIA surveys and noted that the results “will not provide

us with useful guidance.” [44, p. A-l5] In fact , consider-

able correspondence between the CASB and AIA/CODSIA focused

on these surveys , primarily on their preparation and analysis.

In a critical analysis , the Board transmitted its rebuttal

to several members of Congress. [19] During the same AGA

symposium , Mr. Staats , while be ing c r i t ica l  of the AIA/CODS IA

surveys , endorsed the AGA survey and encouraged participa-

t ion .  [44] As previously noted , the AGA survey f ind ings

were first presented during the second CASB Evaluation Con-

ference . The Board ultimately made specific reference to

-

- 
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the survey f ind ings  durings i ts progress  report  to Congress

for  the year end ing 30 September 1978. Based on the survey,

the CASB concluded that  “Cost Accounting Standards appear

to have exerted a pos i t ive  e f fec t  on cont rac tor  cost

accounting pract ices and the Government/contractor procure-

inent process. ” [17 , p. 9]

Because of the allowed two-year  ph a s e - i n  provis ion

of the Standard , most contractors  would not be f u l l y  a f fec ted

until January 1978. All of the previous comment , discussion

and survey studies regarding CAS #409 were made prior to

th is  e f f ec t ive  date.  In the fo l lowing  section and chapter ,

a current survey of defense contractors will be presented .

The survey wi l l  at temp t to focus on the impact of CAS #409

on the defense industry  and be an expression of the i r  curren t

views .

B. RESEARCH METHODOLOGY

1. Quest ionnaire  Design

Af ter  a careful review of all background documenta-

tion related to CAS #409 , with par t icular  a t t en t ion  to the

issues raised during the Standard’s last exposure draft

prior to its promulgation and the subsequent Congres~ iona1

hearings , a questionnaire to assess the Standard’s impact

to date was developed. The quest ion format  and perspective

were des igned to reflect the opinion and views of the defense

industry . The fol lowing survey instruments were reviewed in

develop ing this quest ionnaire :  GAO Feas ib i l i t y  Study , CODSIA

Survey and AGA Survey . The quest ionnaire  was t i t led ,
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“Questionnaire to Assess the Impact of Cost A c c o u n t i n g

Standard #409 on the Defense Industry .”

The questionnaire was directed to the controller of

each organization selected. The questionnaire format was

divided into three  broad sec t ions .  These w e r e :  ( 1 )  corporate

demograp hic da ta , ( 2 )  o p i n i o n  r e g a r d i n g  v a r i o u s  a s p e c t s  of

CAS #4 09 as promul gated , and (3) the company ’ s expe r i ence  in

i m p l e m e n t i n g  the  Standard . A cover letter was attached to

prov ide a brief overview of the research effort , to acknow-

ledge the prospective respondents and their assistance , and

to assure  t h a t  the p r o t e c t i o n  of a n o n y m i t y  would be provided

in the  data  a n a l y s i s .  A s tamped r e t u r n  envelope  was p rov ided

to expedite the questionnaire ’s return. The c o v e r i n g  l e t t e r

and q u e s t i o n n a i r e  appear  in Append ix  E.

~ . Sample Se lec t ion

A t o t a l  of two hundred de f e n s e  c o n t r a c t o r s  were  sent

copies  of the questionnaire. Included in the  d i s t r i b u t i o n

were a l l  c o n t r a c t o r s  that had responded to the f i r s t  and

second exposur e drafts of the Standard and/or participated

in the Congressional hearings. The remaining sample was

selected at random from the current listing of DoD contrac-

tors receiving negotiated contract awards of $10 million or

more .  [25 ]  P r io r  to sample  selection , all listed educational

and research o r g a n i : at i o n s  were deleted from cons ideration.

This  was done in order to concen t r a t e  on c o r p o r a t i o n s  in-

vo lved in defense  p roduction and manufacturing .

~~~~~~~
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3. Method of Analysis

Upon rece ip t , each completed questionnaire was

reviewed , responses recorded and cod ed , missing data were

noted , vo lun ta ry  comments were hi ghli ghted , and the data

were prepared for computer analysis. Computer analysis was

conducted uti li:ing the Frequencies and Crosstabulations

subroutines of the Statistical Package for the Social

Sciences (SPCC). [43] The Frequencies subroutine was used

to investigate the number of time s a specific answer was

indicated for each question and for tabulation purposes.

Crosstabulations were used to investigate pos sible relation-

ships between specific questions and individual responses.

The computer output was reformatted and the data appear in

tables throughout the text.
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V. PRESENTATION OF THE SURVEY DATA

A. RETURNED QUESTIONNAI RES

The survey q u e s t i o n n a i r e  was mai led to two hundred

defense companies. This number included separate reporting

divisions within larger corporate entities. Seventy-three

responses were received , for a gross response rate of 36.5%.

Twenty-three responses were returned incomplete. Two of

the reasons for incomplete responses were as follows: (1)

the company was not presently covered by CAS provisions or

was only under modified CAS coverage (subject to CAS #401

and 402 only), and (2) comp any policy prevented information

release . Completed questionnaires , with minimal if any

miss ing  data , were received f rom SO r e sponden t s ;  these  fo rm

the bas i s  for the data analysis. This is a usable response

ra te  of 2 5 % .

B. RESPONDENT DEMOGRAPHIC DATA

The f i r s t  group of quest ions  was inc luded  to p r o v i d e

backgroun d in fo rma t ion  on the respondent ’ s company.

1. Company Size

Respondents were not asked to i d e n t i f y  themse lves

or the ir f i rm ’s name.

Question 1. Please indicate the approximate amount
of total annual sales for your company
in millions of dollars.

- - Question 2. Please indicate total sales to the U.S.
- - Government in millions of dollars.
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The respondents reported aggregate annual sales of $156.4

bill ion and sales to the U . S .  Government of $16.3 billion .

Tabl es VI I  and VIII s t r a t i f y  the respondent ’ s data for each

of these questions.

TABLE VI I

TOTAL ANNUAL SALES

I
Total Sales Abso lu te  Rela t ive  Cumulative
(M—m illions $) Frequency Frequency Frequency

l -2 5M 1 2 2

2 6 - S U M  6 12 14

51- lOOM S 10 24

101- 25 0M 7 14 38

25 1-SOO M 7 14 52

SOl-1000M 3 6 58

Over l000M 21 42 100

Total SO 100 100
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TABLE V I I I

U.S. GOVERNMENT SALES

Government Sales Absolute Relative Adjusted Cuzmalative
(Mu’millions $) Frequency Frequency Frequency Frequency

(~%) (~%) (%)

l-25M 5 10.0 10.2 10.2

2 6- SOM 8 16.0 16.3 2 6 . 5

51- lOOM 13 26 .0  26 .5  53.1

lOl -25 0M 7 14.0 14.3 67.3

251-SOOM 9 18.0 18.4 8 5 . 7

501-b OOM 2 4 . 0  4 .1  89.8

Over 1000M 5 10.0 10.2 100.0

No Response 1 2.0 Missing 100.0

Total 50 100.0 100.0 100.0

2. Government Sales

Related to the firm si:e is the percentage of total

revenue that is reflected in sales to the Government. The

largest number of respondents ( 4 5 % )  reported that  25 % or

less of their sales were derived from Government bus iness.

On the other hand , the next largest segment of respondents

reported tha t their  revenues were predominant ly  derived

from sales to the Government. Table IX summarizes the

respondents ’ reported percentage of Government sales to

total revenues.
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TABLE IX

PERCENTAGE OF GOVERNMENT TO TOTAL SALES

Absolute Relative Adjusted
Percentage Frequency Frequency Frequency

( % )  ( % )

0-25% 22 44 44.9

26-50% 8 16 16.3

51-75% 6 12 12.2

76- 100% 13 26 26 .5

No Response 1 2 Missing

Total 100 100 

As previously noted , not all Government sales are

necessarily covered by Cost Accounting Standards . Exemption

from coverage or modified coverage under CAS #401 and CAS

#4 02 only is available to contractors under various circum-

stances.12 To determine what percentage of Government sales

reported in Question 2 were CAS covered , the following

que stion was asked:

Question 3. Please indicate the percentage of sales
reported in response 2 that were CAS-covered
prime contracts and subcontracts.

12 Specifics regarding exemp tion and modified coverage
is contained in CASB regulations . Further information is
contained in Cost Accounting Standards Guide (Commerce
Clearing House, Inc., 1978), pp. 2045-2048. 
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CAS covered contracts. [23]
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I
Seventy-tw o percent of the respondents reported

that GAS-covered contracts made up 70-100% of their total

Government sales . On the other hand , only 20% of the re-

spondents indicated that 50% or less of their Government

sales were CAS covered . The tabulated responses appear in

Table X.

TABLE X

PERCENTAGE OF GOVERNMENT SALES THAT ARE CAS COVERED

Perce ta e Absolute Relative Cumulative
~ g Frequency Frequency Frequency

0- 10% 4 8 8

11-20% 0 0 8

21-30% 0 0 8

31-40% 4 8 16

41- 50% 2 4 20

51-60% 1 2 22

61-70 % 3 6 28

71-80% - 10 20 48

81-90% 6 12 60

91- 100% 20 40 100

Total SO 100 100
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3. Depreciation Expense

Question 4. Please indicate what percent of cost of - -

sales to the U.S.  Government is depre-
ciation expense.

To place depreciation expense in perspective ,

respondents were asked to indicate what percentage of cost

of sales on Government contracts was reflected as deprecia-

tion expense. During the debate on the need for a Standard

on depreciation , many comments were made regarding the in-

significance of depreciation expense relative to total con-

tract cost. Mr. Dana , in his dissenting statement on the

Standard , recommended an exemption to the Standard if

depreciation expense was two percent or less of selling

price. [22, p. 8688] Over half of the respondents indicated

that depreciation expense was 2 percent or less of the cost

of sales. Conceivabl y this percentage would be higher if

the question had asked for the percentage relative to selling

price. Table XI summarizes the distribution of responses.

75 Li



I - ______
-~~~~ ‘- ~~~~~~~~ —~~~~~--- -~ I.

~
-., 

~~~~~~~~~.~~~~~-_- ------.L__ -_ - 
— -

TABLE XI

DEPRECIATION EXPENSE AS A PERCENTAGE
OF COST OF GOVERNMENT SALES

Depreciation Absolute Relative Adjusted Cumulative
Percentage Frequency Frequency Frequency Frequency

(~% ) (~% )  (%)

0- 0 . 5 %  4 8 9.1 9. 1

0.5-1. 0% 6 12 13.6 2 2 . 7

1.0-1 .5% 4 8 9.1 31.8

1 .5- 2 . 0 % 10 20 2 2 . 7  54 .5

2.0-2.5% 7 14 15.9 7 0 . 5

2 . 5 - 3 . 0 %  5 10 11.4 81.8

3-4 % 4 8 9.1 90 .9

4-5 % 2 4 4 .5  95 .5  - -
Greater than 5% 2 4 4.S 100.0

No Response 6 12 Miss ing 100.0

Total SO 100 100.0 100.0

C. RESPONDENT OPINION

This group of questions was des igned to yield informa-

tion on the opinions held by industry respondents on various

aspects of CAS #409 as promulgated. In preparing these

ques tions , the author used the same questions that were used

by AGA in surveying its membership . The AGA survey purported

to be representative of a Government viewpoint with regard

to the various aspects of the Standard . In asking the same

questions of the defense industry, the perspect ives of both

~ 
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Gover nment personnel and contractors  can be evaluated and

compared. In examining each of the fol lowing questions ,

the AGA survey response will be indicated for comparison

(the AGA survey responses appear in Table VI).

1. Clarity

Question S. Please indicate the clarity with which
CAS #409 communicates its requirement.

The Standard was generally reported as being clear

in communicating its requirement(s). Sixty-one percent of

the respondents reported that the Standard was very or fairly

clear , while only 10 percent reported the Standard as being

fairly or very unclear . In comparison , the AGA survey

reported similar findings and noted that 62% reported that

the Standard was clear , while 12% reported it was unclear.

Marg inal c lar i ty  was also comparable at 28.6% and 26%

respectively. Table XII summarizes the responses to the

question .

TABLE XI I

CLARITY WITH WHICH THE STANDAR D CO MMUNI CATES ITS REQUIREMENT

Res ons e Absolute Relative Adjusted Cumulative
Frequency Frequency Frequency Frequency

C_i ) C_fl (%)_

Very Clear 3 6 6.1 6.1

Fairly Clear 27 54 55.1 61.2

• Marginally Clear 14 28 28.6 89.8

Fai r ly  Uncle ar 3 6 6. 1 95 . 9
Very Unclear 2 4 4.1 100.0

No Response 1 2 Missing 100.0

U Total 50 100 100.0 100.0

L _ _  
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nearings. Furthermore , the effectjve date of
Conference dat:. 

been set for 1 July 1975 , subsequent to the
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2. Control of Cost

Question 6. Please indicate the effect on the control
of cost during contract performance
provided by CAS #409.

As shown in Table XIII , the overwhelming majority

of respondents reported that the Standard would have no

effect  on control l ing contrac t cost.  From a contractor ’ s

point of view , depreciation expense can be thought of as an

uncontrollable cost once the investment in p lant and facil-

ities is made . Any subsequent control would usually be

exercised in deciding on the depreciation method and/or

service life to use in amortizing the cost. The AGA survey

was in general agreement , with only one-third of the respond-

ents noting an increase in control resulting from the

Standard.

TABLE X I I I

EFFECT ON THE CONTROL OF COST

Res onse Absolute Re la t ive  Adjus tedp Frequency Frequency Frequency
(U

Increased Control 1 2 2.0

No Effect 46 93 93.9

Decreased Control 1 2 2.0

No Op in ion 1 2 2.0

No Re sponse 1 2 ‘lissing

Total 50 100 1O(~.Q
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3. V i s i b i l i t y  of Data

t - Question 7. Please indicate the e f fec t  on the
visibility of depreciation data provided
by CAS #409.

Three-fourths of the respondents reported that the

Standard would have no effect on the visibility of depreci-

ation data. As related to the previous question , this

respons e wou ld se em reasonab le , since depreciation expense

is well-defined once the method is chosen. Another 20%

reported an increase in v i s i b i l i t y  of depreciat ion data.

This might be expected as a result of the Standard’s require-

ment for documentation needed to support depreciation methods

and/or service l i fe  es t imates .  I n t e r e s t i ng ly  enough , the

AGA survey disclosed comparable responses to this question ;

65% reported no e f fec t  and 35% reported increased visibility

of data. Table XIV summarizes  the respondents ’ answers.

TABLE X IV

VISIBILITY OF DEPRECIATION DAT A

Res onse Abso lute Rclative Adjustedp Frequency Frequ ency Frequency
(~%) (~%)

Increased Visibility 10 20 20.4

No Ef fec t  37 74 75 .5

Decreased Visibility 2 4 4.1

No Response 1 2 Missing

Total 50 100 100.0
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4. Frequency of Disagreement

Question 8. Please indicate the e f f e c t  of CAS #4 09 on
the frequency of Cot~tractor/Governmentdisagreements.

Many defense contractors had previously registered

concern regarding disputes and disagreements that might

arise as a result of interpretations by Government contract-

ing officers and auditors. In answering this question , 65%

indicated the opinion that the Standard would increase the

frequency of disagreement.  One contractor noted in its re-

sponse tha t it may be too early to assess the answe r to this
— question since the Standard was technically effective in

1978. The AGA survey presented a different viewpoint. There

63% saw the Standard as having no effect on disagreements ,

while only 24% reported an increase. Table XV summarizes

the responses.

TABLE XV

FREQUENCY OF CONTRACTOR/GOVERNMENT DISAGREEMENT

Res onse Absolu te Rela t ive Adjus ted
Frequency Frequency Frequency

c_ i) ( % )

Increased Frequency 31 62 63.3

No Effect 14 28 28.6

Decreased Frequency 1 2 2.0

No Opinion 3 6 6.1

No Response 1 2 Miss ing

Total 50 100 100.0

80

- - - 1~T : - 

- 

- - - - ~



develop ing this quest ionnaire:  GAO Feas ib i l i ty  Study , CODS IA

Survey and AGA Survey. The questionnaire was titled ,
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5. Contract Negotiation -

Question 9. Please indicate the effect CAS #409 has
had or is expected to have on contract
negotiation .

Table XVI indicates a mixed reaction to the effect

of the Standard on contract negotiation. Negotiation , as

the preliminary step in the Contract process , was seen as

being made more difficult by about half of the respondents ,

while the other half saw the Standard as having no effect.

In addition , the larger the company , the more likely contract

negotiation was seen as being made more difficult. None of

the respondents indicated that the process would be made

easier by the Standard. In contrast , the AGA survey reported

69% expecting no effect and 19% seeing negotiation made

easier.

TABLE XVI

EFFECT ON CONTRACT NEGOTIATION

Res onse Absolute Relative Adjusted
I’ Frequency Frequency Frequency

(%)  ( % )

Made Easier 0 0 0

No Effect 22 44 45.8

Made More Di f f i cu l t  24 48 50.0

No Opinion 2 4 4.2

No Response 2 4 Missing

Total SO 100 100.0
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—~~-~~~ - -  - - - - - -
~~~~~~~~~~~~~~

--

~~~~~-~,—~~g— 
- • - -

~~•— —
- - -~~~~A~~~~~~ ~~~~~~~~~ —- ---~~~~~~~~~~~~~~~~~~~~~~ -



F- 
----- - _ _ _ _ _  T~~ . ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ - - - -

6. Contract Administration

Question 10. Please indicate the effect CAS #409 has
had or is expected to have on contract
administrat ion .

With regard to the second element of the contracting

pro cess , the respondents were evenly split on their opinions

on the effect  of the Standard on contract adminis t ra t ion .

Forty-eight percent reported that the Standard had no effect ,

while another 48% indicated it would make administration more

difficult. The AGA survey reported 65% seeing little or no

effect and the remaining equally divided between making

administration easier or making it more difficult. No con-

• tractor , as in the previous question , reported the process

being made easier. Table XVII summarizes these responses.

TABLE XVI I

EFFECT ON CONTRACT ADMINISTRATION

Response Absolute Frequency Relative Frequency
( % )

Made Eas ier 0 0

No Effect 24 48

Made More Difficult 24 48

No Opinion 2 4

Total 50 100.0
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7. Contract  Audi t ing

Quest ion 11. Please indicate the effect CAS #409 has
had or is expected to have on aud i t ing .

A ma jo r i t y  (J4%) of contractors  indicated that  con-

tract auditing would be made more difficult by the Standard.

One respondent indicated that the process would be made

easier. Here again , the larger companies p redominant ly  saw

the process as being made more difficult. In the AGA survey,

about half reported no effect on auditing; while the remain-

ing were split between making the process easier or making

it more difficult. Table XVIII summarizes the respondents ’

answers.

TABLE XVI II

EFFECT ON CONTRACT AUDITING

Response Absolu te Frequency Rela tive Frequency
(%)

Made Easier 1 2.0

No Effect 11 22.0

Made More Difficult 37 ~4.0

No Op inion 1 2.0

Total 50 100.0

8. Contrac t Settlement

Question 12. Please indicate the effect CAS #409 has
had or is expected to have on contract
se t t lement .
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Generally, contractors were of the opinion that the

Standard would make the last part of the contract process

more difficult. Fifty-eight percent reported that contract

settlement would be made more difficult. In contras t, 64%

of the respondents in the AGA survey indicated that the

Standard would have no effect, while only 17% reported the

process as becoming more difficult. Table XIX summarizes

the responses to this question.

TABLE X IX

EFFECT ON CONTRACT SETTLEMENT

Response Absolute Frequency Relative Frequency
(%)

Made Easi er 1 2

No Effect  18 36

Made More Difficult 29 58

No Opinion 2 4

Total 50 100

In summary , it is of interest  to note the negative

reaction of contractors to the Standard’ s impact on the

contracting process. Regarding the contract process , in-

cluding contract negotiation , administration , audi t ing and

settlement , contractors generally saw the process as being

made more difficult. This is in sharp contrast to the

responses made by representat ives  re f lec t ing  a Government

viewpoint . 84
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D. RESPONDENT EXPERIENCE

This group of questions focuses on industry ’s experi ence

in implementing CAS #409. The questions were designed to

address several of the issues and concerns expressed by

industry during the Standard ’s development and promulgation.

Where appl icable , amplifying comments made by the respond-

ents will be incorporated in the text. By prior agreement

and as stated in the questionnaire cover letter , all comments

are anonymous.

1. Depreciation Method

Question 13. Please indicate the- method(s) of depreci-
ation commonly used by your company for

- 

- (a) defense contract costing , (b) financial
accounting and (c) income tax reporting
before and af ter  implementation of CAS
#409. Where more than one method of
depreciation is used, rank in order of
sign if icance (for examp le, 1,2,3).

Question 14. If your answer to the previous question
indicated a change in depreciation method,
what was the approximate implementation
cost?

Much of the controversy surrounding the Standard

related to the me thod of depreciation that was appropriate

for contract costing . Many contractors felt that there was

a presumption (at least during the Standard’s development)

by the CASB that favored the straight line method . The

Standard, however , in its fina l f orm , liberalized its state-

ment on acceptability of methods available to contractors .

The Standard provides that the method used for financial

accounting purposes would also be used for contract costing

85
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unless that method did not reflect the consumption pattern

of the asset~s services or was unacceptable for income tax

purposes. This provision was still bothersome to some

- 
- 

- 

contractors who voiced concern over the need to change

accounting practices (primarily financial) to comply with

the Standard.

Table XX summarizes the respondents ’ primary depre-

ciation methods that were used prior to CAS #409 and those

now used . Respondents report ing more than one method were

asked to ran k these in order of si gnif icance.  An analysis

of the rankings shows that the re lat ive d i s t r ibu t ion  between

straight line , declining-balance and sum-of-the-years ’

digits  conforms to the d i s t r ibu t ion  of the primary methods

reported in Table XX . As can be seen in the table , contrac-

tors reported v i r tua l ly  no change in depreciat ion method

prior to and after implementing CAS #409.

Only three respondents indicated a change in depre-

ciation method as a result of implementing CAS #409. Two of

these reported “nil” or “ ins ignificant” cost in implementing

the change , while the third contractor reported that the

change cost $25,000. One contractor commented ,

Incidentally, DCASR has approved (con tractor ’s) us e of
“Sum-of-the-years-Digits” as our depreciation method ,
so we have not had to change to “Straight Line.” That -

~ -
approval lessens the impact of CAS #409....
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TABLE XX

DEPRECIATION METHODS PRIOR TO AND AFTER CAS #409

Contract Financial Tax
‘~~‘reciation Method 

Costing Accounting Reporting
Before After Before After Before After

Straight line 23 23 27 27 9 9

Declining-balance 14 13 13 12 25 24

Sum-of-the-digits 9 9 7 7 11 11

Machine hours 1 1 1 1 0 0

Unit of production 0 0 0 0 0 0

Other 1 1 1 1 4 4

No response 2 3 1 2 1 2

Total 50 50 50 50 50 50

2. Service Life

Service l i fe  determinat ion and the justification

necessary to support it was the most contested aspect of

the Standard . The following questions focus on the service

life issue and assess its impact on contractors. —

a. Former Method

Question 15. Prior to CAS #409 what method or proced-
tare was used for determining useful life?

Much of the service-life controversy centered

about whether methods used. for other purposes , pr imar i ly

income tax reporting , were acceptable or reasonable repre-

sentations of service applicable to Government contract costing.
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In responding to the question regarding the determination

of service l i fe  prior to CAS #409 , 80% of the respondents

had relied in part on IRS asset “guideline lives.” Only

20% of the respondents indicated the use of historical

experience , which was favored by the Standard , in determin-

ing service life. Table XXI summarizes the methods in use

prior to CAS #409. Totals are not additive sinc e contractors

were asked to identif y all methods used if more than one was

app licable.

TABLE XX I

FORMER METHOD OF DETERMINING SERVICE LIFE

Res ons e Absolute Relative Ra kp Frequency Fr equency
(%)

Historical experience 10 20 4

IRS asse t “guideline lives” 40 80 1

Engineering estimate 14 28 3

Estimate of economic life 20 40 2

Other 2 4 5

88 
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b. Recordkeep ing

• Question 16. When CAS #409 was promulgated , did your
company have adequate records to calcu-

- 
- late historical service lives of

depreciable assets?

a. If not , what data were lacking?

b. What were the approximate implementation
costs of analyzing these records , if
they existed , or developing them , if
they did not exis t?

c. What are the estimated continuing
annual costs of maintaining these
records ?

d. Br ie f ly  describe the actions taken to
develop the necessary recordkeeping
to comp ly with the Standard .

During testimony given in the House Committee

hearing on the Standard , CASB Chairman Staats noted that

contractors had adequate asset records to determine service

life estimates. This conc lusion was based in part on the

previously mentioned survey conducted by DCAA (see Table I ) .

During the same House Committee hearing , the Financial Exec-

utives Institute (FEI) questioned the validity of the survey

4 and its conclusions . The FEI noted :

The DOD personnel who part icipated in th i s  survey
obviously did not understand the records they examined .
It is also apparent that most if not all of this data
was gathered from field office records rather than
contractor records , since we can find no ma jo r  con-

- - tractor that was contacted to obtain this specific
information.

The fact of the mat te r  is that adequate records do not
exist and could only be developed at considerable  expense
and over an extended period of time . To c l a r i fy  this
point we want the record to show what would be required.
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In most comp anies records to exist  do show acquisit ion
date , acquisition cost and disposi t ion date of assets.
That is all.

The additional records necessary to support the esti-
mated useful lives selected by a contractor would
require the development of new systems and the docu-
mentation of decision criteria. [46, p. 259]

Table XXII supports industry ’s contention that

adequate asset records did not exist (in contrast to the

data in the DCAA survey). Over 70% of the respondents to

the question indicated they did not have adequate records

to calculate historical service lives.

TABLE XX II

EXISTENCE OF ADEQUATE SERVICE LIFE RECORDS

Res onse Absolute Relat ive  Adjus tedp Frequency Fr equen cy Frequency
(%) (% )

Yes 14 28 2 9 . 2

No 34 68 70.8

No Respons e 2 4 Missing

Total 50 100 100.0

Of those contractors reporting that they did not

• have adequate records to support service life estimates , all

but five cited the lack of records support ing standby or

incidental use of assets. Companies reporting other reasons

indicated tha t records had to be reconstructed into new for-

mats and tha t records of maintenance , which supported extended

L1 
_ _ _  _ _  
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asset life , were not available. Firm size based on total

sales had no relation to the existence of records . Table

XXIII summarizes the data that were lacking for the respond -

ents that reported not having adequate records. Totals are

not additive , since respondents were asked to identify all

categories lacking .

TABLE XX III

SERVICE LIFE DATA LACKING

Absolute Relat ive R kResponse Frequenc y Frequenc y
(%)

Acquisit ion dates 3 8.8 5 
t ~Acquisition costs 3 8.8 5

Record of standby or 29 85 3 1
• 

incidental use .

Disposition dates 8 23.5 3 - 

-

Historical records
not retained to permit 14 41.2 2
statistical sampling

Other 6 17.6 4

If 

.One of the concerns of this study was whether

contractors would be able to provide adequate information

on implementing the Standard , since it had been e f fec t ive

for most contractors for only abou t one and one-half  years

at the time of this survey. Notwithstanding this difficulty ,

29 respondents were able to quan t i fy  the implementat ion cost
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of analyzing existing records or developing them where they

did not exist. In addition, 23 of these contractors were

able to quantify the continuing annual cost of maintaining

those records . Respondents reported an average implement-

ing cost of over $110,000 and annual average costs of over

$44,000. Table XXIV summarizes these costs . While other

contractors were unable to quantify their costs , their

comments included “minimal ,” “immaterial ,” “ un kn own ,” and

“considerable.” Two respondents indicated that two and four

people respectively were needed to perform the recordkeeping

function. Though the cost data are representat ive of a

small number of firms, it is of interest to compare them to

the data presented by CODSIA’s “Second Industry Survey--

Economic Impact of Cost Accounting Standards.” CODSIA re-

— ported that for 81 companies the net increase in costs allo-

cated to the Government as a result of CAS #409 was $486,000

(see Table V). This was reported shortly after the Standard

was published and its effective date set. It is reasonable

to assume that the costs reported in Table XXIV will like-

wise be allocated to the Government. These data reflect a

significant increase in cost since fiscal year 1975.
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TABLE XX IV

IMPLEMENTATION AND ANNUAL MAINTENANCE COSTS OF CAS #409

Cos t Responden ts Average Range To tal

Implementation 29 $110,690 $2,000 - $3,210,000
$1,500 ,000

Annual 23 $44,674 $1,500 - $1 ,027 ,500
$500 ,000

Respondents noted a variety of actions necessary

to comply with the Standard. The most frequent comment indi-

cated a change to computer-based data and software changes

necessary to retrieve and analyze them. Equally impor tan t

was the development of a system or modification of existing

recordkeeping to keep track of assets in a standby or inci-

dental use status. Other actions necessary included re-

assembly of existing records , location of historical records ,

reinventory of assets , and the developmen t of suppor ting

maintenance and use records . A few respondents noted that

they had not resolved their recordkeep ing requiremen ts or

were presently negotiating with DCAA to determine what was

needed. -

c. Modifying Estimates

Question 17. CAS #409 provides for adjusting historical
service lives to reflect circumstances
expected to influence and shorten future
lives. Has your company modi fied service
life estimates under this provision?

a. If yes , what has been the basic criterion?

93
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b. Has this been generally accep table to
Government contracting officers and
audi tors?

c. In your op inion , have Government con-
tracting officers and auditors received
adequate written guidance to evaluate
contractor service life estimates?

The Standard recognized that certain factors

might lead to a modification of the estimated life of an

asset if based on historical experience . In broad terms,

both physical and economic factors related to obsolescence

were acceptable reasons for modifying service life. In

answering this question , 75% of the respondents indicated

they had not used this provision to modify their service

life estimates . The remaining respondents indicated that

the most common criterion applied was an expected change in

the asset’s economic usefulness. Table XXV summarizes the

responden ts ’ answers .

TABLE XXV

MODIFIED SERVICE LIFE ESTIMATES

Re onse Absolute Relative Adjusted If Yes:

— 
Frequency Frequency Frequency Physical Econciuic Other

Yes 12 24 26.7 3 6 3

No 33 66 73.3 -- -- --

No Response 5 10 Missing

Total 50 100 100.0
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When applying these factors to modify service

life estimates , contractors reported that this had been

general ly  accep table to con trac ting o f f i ce r s  and aud itors.

• Though a small number of responses were received to the

question , the marg in of those reporting “accepcable ” was

two to one over “unacceptable.” Three contractors commented

forcefully in stating their reasons why modifying service

lives were unacceptable to auditors.

DCAA audi tors are very unreasonable and e f f ec tively
preclude use of this provision by,  in effect, requiring
conclusive proof.

Some auditors do not seem to accept that CAS 409
requires ad jus tmen t of his torical lives to re f lect
curren t thinking on usefu l l i fe .

Special circumstances difficult to quantify; hence
DCAA/DCASPRO have not accepted special circumstances.

The ques tion ’s location in the questionnaire may have re-

sulted in confusion for the respondent. The total answering

this ques tion does not correspond to the number answering

the previous question with a “yes” response. The differenc e

is seen as the respondent’s expression of op inion rather

than experience. Responses are tabulated in Table XXVI .

TABLE XXV I
ACCEPTABLE TO CONTRACTING OFF:CERS AND AUDITORS

Res onse Absolu te Relative Adjusted
Frequency Frequency (%) Frequency (%)

• Yes 14 28 70

No 6 12 30

No Response 30 60 Missing

Total 50 100 100
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When promulgating the Standard , CASB commented

on and encouraged procurement agencies to provide written

guidance to field personnel to minimize difficulties in

implementing the Standard’s provisions. When asked their

opinion, over half of the respondents indicated that con-

tracting officers and auditors had not yet received adequate

written guidance . Another small segment reported they did

not know what guidance had been provided. At the other

extreme, one contractor thought too much guidance was pro-

vided by noting , “Too much- -they are afraid to exercise

judgment and be reasonable for fear of being criticized.”

Table XXVII summarizes the responses to this question . Like

the previous question, because of its location in the body

of the questionnaire , this question may have been overlooked

and left unanswered. Generally, those respondents that

answered “no” to the basic question , skipped the remaining

parts and went to the next question.

This question did not attemp t to identify any

specific problems with guidance that existed. It was of

interest that 10% of the survey respondents did not know

what guidance was available. Notwithstanding field memoranda

and position papers on the Standard, other formal guidance

is available to contracting officers and auditors. For

auditors, an important source is Appendix L , “Audit Guidance

--Cost Accounting Standards , Rules and Regulations ,” of the

Defense Contract Audit Manual CUCAM). [49) The section on

CAS #409, L-409, and its illustrations are particularly

instructive. During 1976, DoD established the CAS Steering
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Committee and a CAS Working Group . The Working Group pub-

lishes interim guidance for the implementation of Standards.

Guidance issued by the Working Group on CAS #409 is W.G.

78-22 , “Inter im Guidance--CAS 409 and the Development of

Asset Service L ives.” [22 , p. 6386] Finally, DCAA has pre-

pared an extensive training plan for auditors entitled ,

“Advanced Cost Accounting Standards No. 154.” Inc luded

here in is a complete lesson plan on CAS #409 , with a step -

by-step analysis of the Standard ’s features and a variety

of exerc ises to sharpen the auditor ’s ski11s.~~
3

TABLE XXVII

ADEQUATE GUIDANCE AVAILABLE

Ab solute Relative AdjustedResponse Frequency Frequency ~%) Frequency (%)

Yes 11 22 31.4

No 19 38 54.3

“Unknown” 5 10 14. 3

No Response 15 30 Miss ing

Total 50 100 100.0

13 The author gratefully acknowled ges the rece ipt from
DCAA of a copy of this lesson p lan and instructor aids . The
plan includes exce llent reference sources and pract ical exer-
cises and case studies that help clarify the Standard’s key
provis ions.
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d. Tailored Estimates

Question 18. CAS #409 requires service lives of assets
to be based on individual company exper-
ience. In your opinion , is this “tailored”
approach more equitable than a fixed
schedule of service lives applicable to
all contractors (for example , the IRS
Guidelines)?

During the Standard’s development , CASB shifted

its emphasis on the determination of asset service life from

reliance on IRS asset “guidelines lives” to individual corn-

pany historical experience. In responding to this question ,

66% of the contractors felt that this treatment was less

equitable than a schedule of service lives (for example , the

IRS guidelines) applicable to all contractors equally. One

contractor thought the Standard was equitable but noted that

it “was not administered by DCAA correctly.” Other comments

were more critical and included the following , “IRS Guide-

lines were generally adequate . CAS 409 was not needed.”

Another contractor offered , “It is incredible that the Board

would promulgate a Standard which would result in differing

lives for possibly identical assets. Use of IRS guideline .

lives always avoided this result.” The responses on this

question would appear to be consistent with the contractors ’

previous use of IRS Guideline lives , as reported in Question

#15. Responses to this question are included in Table

XXVIII.
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TABLE XXVIJI

EQUITABILITY OF TAILORING SERVICE LIFE ESTIMATES

R Absolute Relative Adjustedesponse Frequency Frequency (%) Frequency (%)

Yes 16 32 34

No 31 62 66

No Response 3 6 Missing

Total 50 100 100
.

e. Adjustment for Unique Assets

Question 19. CAS #409 provides that unique assets that
are expected to be useful only for a par-
ticular contract can have their service
lives adjusted to reflect these circum-
stances. Has your experience to date
with contracting agencies or auditors
indicated any problems with this provision?

The uncertainty of continuing Governmen t con-

tracts and the acquisition of special facilities and equip-

ment to support these efforts was identified by contractors

as having a significant impact on service life estimates. A

provision for treating these unique assets when special cir-

cumstances exist and when agreed upon by the contracting

parties was provided for in the Standard . This provision

was further amplified during the AGA Symposium when Deputy

Secretary of Defense Dale Babione stated:

In connection with Standard 409, I have just recently
issued advice to the contracting officers that the pro-
visions of that standard which deal with the economic
life of assets may be applied in those instances where
contractors can demonstrate that assets are being
acquired in support of specific programs . Thus, where

99
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a program is expected to last for only eight years,
assets may be depreciated over an eight-year period
even when the normal physical life of the assets would
be somewhat longer. (6]

Table XXIX indicates that a large majority of

respondents had no difficulty in their experience with this

provision. This situation may have resulted in part from

the specific guidance given contracting officers and auditors.

TABLE XXIX

ADJUSTING LIFE FOR UNIQUE ASSETS

R e Absolute Relative Adjustedespons Frequency Frequency (%) Frequency (%)

Yes 7 14 17.1

No 34 68 82.9

No Response 9 18 Missing

Total 50 100 100.1

3. Cash Flow and Profitab ility

Question 20. CASB Chairman Staats stated that the
impact on contractor cash flow “would
not occur until the full cycle of asset
replacement is completed.”

a. Will CAS #409, as implemented , have the
effect of reducing your company ’s cash
flow?

(1) If yes , what was the estimated
average annual dollar amount?

b. For your company , how many years will
it require to complete a “full cycle

- 
of asset replacement”?
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Question 21. CAS #409 was criticized as having a
negative impact on profits , capital
forma tion and investment. Have sub-
sequent changes to DoD profit policy
(we ighted guide lines) and CAS #414
(Cos t of Money as an Element of the
Cost of Facilities Cap ital) miti gated

• the impact of CAS #409 on profitability
and cash flow?

As part of the controversy surrounding the Standard ,

cash flow reduction was a major concern to the defense

industry. Critics argued that a Standard that increased the

time to recover an investment in capital assets or reduced

its rate of recovery , would act as a disincentive to that

investment. The CASB , on the other hand , stated that changes

in cash flow would be minima l , since it would only be the

d ifference between that computed under the old and new meth-

ods. In answering question No. 20 , over 0% of the contrac-

tors responded that the Standard would have no effect on

reducing their cash flow. Included in this category were

four contract ors that indicated the Standard would have an

effect on their cash flow but that it would he “m inor” or

“insignificant. ” Their responses were changed to ”no”

because of the reported m inimal effect. Table XXX summar-

i:es these responses.
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TABLE XXX

CASH FLOW REDUCTION

R Absolute Relative Adjustedesponse Frequency Frequency (%) Frequency (%)

Yes 13 26 29.5

No 31 62 70.5

No Response 6 12 Missing

Total 50 100 100.0

Nine of the thirteen respondents that indicated a

reduct ion in cash flow were able to quantify the amount of

the reduction . The average annual reduction in cash flow

was $ 3,353,000, but the range was very wide . If the re-

spondent reporting a reduction of $25 million is removed

from the analysis , the average drops to $846,250 with the

range be ing $25 ,000 to $2 million. The responses are sum-

marized in Table XXXI.

TABLE XXX I

AMOUNT OF CASH FLOW REDUCTION

Respondents Average Reduction Range Total

9 $3 ,353 ,000 $25,000 - $31,770,000
$25 ,000,000
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The above data are , at best , crude est imates that

reflec t, in part , th.e method of depreciation , serv ice life

estimates for a wide variety of assets and their projected

future replacement. This problem was highli ghted when con -

tractors were asked to estimate their “full cyc le of asse t

replacement.” The concept is unwieldly because it includes

a number of variables. Each asset or group of assets has

differing phys~.cal and economic lives. To determine a full

cycle of replacement requires lumping a variety of short and

long-lived assets together . The difference in lives is

readily apparent in examining the “IRS Guideline Classes and

Per iods” of assets. The question asked of the respondents

did not attemp t to differentiate between asset types; there-

for e, a wide spread of responses was received . In view of

the problems discussed above , the author attaches no signif-

icance to the data. Thirty-three contractors provided

answers to this question , with an average of 14 years being

reported as the “full cycle of asset replacement. ”

During the Congressional hearings on the Standard ,

contractor s requested that the Standard be set aside until
— a CAS on inflation and the cost of capital could be issued.

At the same time , DoD requested similar postponemen t until

a review of DoD profit policy could be completed . The Board

remained steadfast and noted in its prefatory comments to

the Standard that the cost of capital and profit policy were

separate issues from deprec iation accounting . In late 19’ô,

the CASB promulgated its Standard No. 414 on the cost of
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capital ; and DoD revised its profit policy subsequent to

the Profit ‘76 Study .

Contractors were asked whether the new DoD profit

poiicy and CAS #414 offset the effect of CAS 0409 on their

cash flow and probabil ity. Table XXXII reflects the

respondents ’ experience to this question . Two-thirds re-

sponded that the profit policy and CAS #414 had not offset

the Standard’s impact. One contractor stated , “Amoun ts

included for CAS 414 were subtracted from contracting offi-

cers ’ profit objectives , dollar for dollar .” Another con-

tractor voiced similar experience by stating , “Weighted

- I guidelines effectively offset any benefits of CAS 414.” The

identification of the offset relationship between the profit

policy and CAS #414 is not new. William Let:kus, in an

earlier study on DoD prof it policy and CAS #414 , concluded

that profit depended on the ratio of facilities investment

and could conce ivably be less than what would have exist,~d

under the old profit policy. (35J

TABLE XXXI I
HAS DoD PROFIT POLICY AND CAS 4414
MITIGATED THE EFFECT OF CAS #409

Res onse Absolute Relative Adjusted —p Frequency Frequency (%) Frequency (%)

Yes 15 30.0 32.6

No 31 62.0 67.4

No Response i~~~~~_ __
Total 50 100.0 100.0
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4. Impact on Capital Investment

Question 22. Though the requ irements of CAS #409 were
phased and asserted not to affect con-
tracts until 1978, did the Standard have
any negat ive impact on your company ’s
capital budget and investment decisions
when promulgated?

Question 23. Has CAS #409 affected the proportion
of new investments financed by ir1ternal
cash flow as opposed to new external
f inancing?

Question 24. Have you required additional amounts
of government owned facilities for
contracts or do you intend to do so as
a consequence of investment disincen-
tives in CAS #409?

Concern by both defense contractors and DoD regard-

ing cash f low and profitability was part of a larger issue

related to capital investment and maintenance of the indus-

trial base. Contractors argued that the Standard was con-

trary to these stated goals and would serve as a disincentive

to future capital investment. DoD similarly pointed out

that its policy of promoting contractor investment in their

own facilities would be endangered by the Standard. When

asked whether the Standard had impacted on the company ’s

capital budget and investment decisions , all but two con-

tractors reported that it had not. The responses are tab-

ulated in Table XXXIII.

L.A 
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TABLE XXX III

DID THE STANDARD IMPACT ON THE COMPANY’S
CAP ITAL INVESTMENT DECISION S?

Absolute Relative AdjustedResponse Frequency Frequency (%) Frequency (%)

Yes 2 4 4.3

No 44 88 95.7

No Response 4 8 Missing

Total 50 100 100.0

Related to the capital investment decision is the

identification of the financing and. its source . Financing

can be derived from two sources- -either from internal oper-

ations or from outside the company (debt or equity) . A

reduction in internal cash flow would presumably have to be

made up from outside sources in order to undertake a given

investment plan under a constraint of limited resources .

Contractors reported in Table XXXIV that , in all but one

ca se , no change in financing was necessary as a result of

CAS 4409.
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TABLE XXX IV

• HAS CAS 44Q9 AFFECTED CAPITAL INVESTMENT
FINANCING DECISIONS?

Abso lute Relative Adjusted.esponse Frequency Frequency (%) Frequency (%)

Yes 1 2 2.1

• No 46 92 97.9

No Response 3 6 Missing

Total 50 100 100.0

DoD had expressed concern that the Standard would

signal a return to the Government having to provide facil-

ities to contractors to induce their participation in defense

related contracts. For years , DoD had been shifting away

from doing this and had as its stated goal the encouragement

of contractors to furnish their own facilities and equipment.

Almost 90% of the contractors reported that they did not or

did not intend to seek Government owned facilities as a part

of their contracts. The fact that a small number of con-

tractors indicated that they would seek the facilities as

a result of CAS #409 is difficult to assess but may be of

some concern to DoD. Table XXXV summarizes these data.
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•- - 

0 ~ 

______



- —------ -•~~~~-- — - - - - — - -~~—-—-- - — • - - - - -—-- ••- , •— —--—-•- -w------- 1-
TABLE XXXV

GOVERNMENT OWNED FACILITIES REQUIRED
AS A RESULT OF CAS #409

Absolute Relative AdjustedResponse Frequency Frequency (%) Frequency (%)

Yes 5 10 10.6

No 42 84 89.4

No Response 3 6 Miss ing

Total 50 100 100.0

5. Erosion of the Defense Industrial Base

Question 25.a. Has the promulgation of CAS #409 caused
your company to limit or reduce parti-
cipation in Government contracts?

b. Has there been a reluctance or refusal
by your smaller subcontractors to
participate in CAS-covered contracts
as a result of this Standard?

Several opponents of the Standard expressed an

opinion that defense contractors would seek to reduce their

participation in Government business because of the Standard’s

restrictive nature. Proponents argued that the majority of

defense contractors were “cap tive” participants and generally

would be unable to shift their direction into commercial

• pursuits.

Almost all of the respondents indicated that the

Standard had not caused their company to reduce participation

in Government contracts. This finding might support the

U
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“captive” contractor notion , except that various regula-

t ions may have led to a decline over an extended period of

time . One contractor stated , “CAS plus other regulations

has reduced participation. ” Table XXXV I summarizes the

contractor ’s responses to this question .

TABLE XXXV I

HAS CAS #409 IMPACTED ON CONTRACTOR PARTICIPATION
IN GOVERNMENT CONTRACTS? •

Res onse Absolute Relative Adjustedp Frequency Frequency (%) Frequency (%)

Yes 2 4 4.3

No 44 88 95.7

No Response 4 8 Missing

Total 50 100 100.0

Related to the above question , equal concern was

expressed regarding the impact on subcontractors. Man

industry representatives stated that smaller subcontractors

would not seek CAS-covered contracts from prime contractors

because of the burdensome requirement to comply with CAS

#409. Table XXXVII points out that a large majority of con-

tractors had not observed their subcontractors refusing

• Government-re lated contracts. One contractor noted that CAS

exemp tions for smaller companies had offset the requirement

for a contractor to comp ly with CAS *409. The fact that a

109 
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small number of contrac ters observed a decline might be

cause for concern , part icularly if it reflects an erosion

of the defense industr ial base.

TABLE XXXVI I

HAS CAS #409 IMPACTED ON SUBCONTRACTOR
PARTICIPATION IN DEFENSE CONTRACTS?

I

R Abso lute Relative Adjustedesponse Frequt~ncy i requency ( % ) Frequency ( % )

Yes 5 10 12.5

No 35 70 87.5

No Response 10 20 Missing

Total 50 100 100.0

6. Disputes

Question 26. Has your company experienced any disputes
with procurement officials or auditors
regarding implementation and compliance
with CAS #409?

Defense contractors and industry spokesmen had

criticized the Standard as placing an onerous requirement to

document and justify depreciation method and service lives ,

whereas DAR and IRS regulations were easily understood and

• app lied. Critics argued that disputes would arise over

interpretations of the Standard by contracting officers and

auditors , regardless of the professed intention of the CASS

to minimize these conflicts in the Standard ’s word ing .

• 
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In support of industry ’s contention , Table XXXVIII

shows that a majority of contractors reported experience

with disputes concerning the implementation of and compli-

ance with the Standard . In assessing the reasons , disputes

over service life determination and recordkeep ing require-

ments were dominant. This is not surprising , particularly

in view of the majority of contractors that had previously

reported that they did not have adequate records to support

service life estimates in accordance with the Standard (see

Question #16). Reasons for the disputes are indicated in

Table XXXIX .

TABLE XXXVI II

EXPERIENCE WITH CONTRACT DISPUTES

Res onse Absolu te Relative Adjusted
P Frequency Frequency (t) Frequency (%)

Yes 26 52 55.3

No 21 42 44.7

No Response 3 6 Miss ing

Total 50 100 100.0
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TABLE XXXIX

GENERAL NATURE OF THE DISPUTE

Absolute RelativeResponse Frequency Frequency (%) Rank

Recordkeep ing
Requirements 17 65 2

Serv ice Life
Determination 22 85 1

Depreciation
Method 6 23 3

Other 6 23 3

E. SUMMARY -
‘

The main focus of this chapter has been to reflect the

major opinions and experiences of defense contractors regard-

ing CAS #409. This was accomplished by examining the

responses made by contractors to a questionnaire prepared by

-

- 
the author . The questionnaire sought to express contractor

opinion on various aspects of the Standard and experience in

• imp lement ing it. Where applicable , contractor comments were

included to amplify the survey data. The responses to each

of the survey questions were summarized in tables throughout

the text for orderly presentation.
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VI. PRINCIPAL FINDINGS CONCLUSIONS
AND REC0MMENDATION~

A. FINDINGS AND CONCLUSIONS

• The objective of this study was to contribute accurate

data reflecting defense industry opinion and experience with

Cost Accounting Standard No. 409. The following principal

findings and conclusions were derived from the survey

response data discussed in the preceding chapter:

1. Depreciation expense is a relatively small part of

total contrac t cost. A majority of contractors reported

that depreciation expense was 2% or less of the cost of

Government sales. Over 95% reported that depreciation

expense was 5% or less of the cost of sales.

2. The Standard , as promulgated , is generally under-

stood by contractors. Only 10% of the responding companies

indicated that the Standard was unclear in communicating its

requirement.

3. Contractors are of the opinion that the Standard

will have no effect in controlling costs or giving greater

visibil ity to depreciation data. A similar opinion was

expressed by Government representatives in an AGA sponsored

survey.

4. The Standard has had a negative impact on the con-

tracting process- -making it more difficult and subject to

more contractor/Government disagreement.

113
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5. Contractors have not changed their depreciation

methods for contrac t costing , financial accounting or income

tax reporting . Changes in the Standard’s wording from pre-

lim inary drafts to its final form have apparently given

contractors adequate flexibility in selecting and justifying

their depreciation methods.

6. Prior to the Standard , contrac tors primarily relied

on IRS asset “guideline lives ” for determ ining the useful

life of an asset. Historical experience , which is favored

by the Standard , was used by only 20% of the contractors in

determining asset service life .

7. A significant majority of contractors reported that

they did not have adequate records to document and support

their service life estimates as required by the Standard.

This finding is in direct conflict with the Board’ s prefa tory

commen ts to the Standard. Contractors not having adequate

records indicated that the lack of records supporting standby

or incidental use was the principal reason. The cost to con-

tractors not having adequate records has been cons iderable .

Contractors reported an average cost of $110 ,690 to implement

the recordkeeping requiremen t and an annual average cost of

$44 ,674 to maintain the records .

8. Contractors have generally not modified their service

life estimates to reflect obsolescence factors. This may be

due In part to the newness of the Standard and the short •

exper ience of contractors since its effective date . Where

experience existed , the respondents reported that the
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appropriate changes in asset lives were generally acceptable

• to contracting officers and auditors. Related to this find-

ing is contractor opinion regarding guidance available to

contracting officers and auditors. A majority reported that

adequate written guidance is not available or the extent of

the guidance was unknown to the contractor.

9. Contractors generally view as more equitable the use

of a fixed schedule of service lives (for example , IRS Guide -

lines), rather than the use of individual historical exper-

ience. Companies saw the emphasis on historical experience

as a departure from the CASB’s stated objective of promoting

uniformity and consistency in cost accounting practice.

10. Where special circumstances exist that would lead

to an adjustment to service life estimates , most contractors

reported no problem in making the adjustment. This is perhaps

due in part to specific guidance provided to contracting

officers and auditors with respect to applying this provision

of the Standard .

11. In spite of early predictions by industry that the

Standard would restrict cash flow , over 70% of the company

respondents reported that no cash flow reduction was exper-

ienced. For the respondents indicating reduced cash flow ,

nine companies reported an aggregate annual reduction of

• $31,770,Q00, one o~ which was alleged to be $25,000 ,000.
• 12. Efforts by the Board to address the cost of capital

in the form of CAS #414 and changes to DoD profit policy have

not offset the effect of CAS #409 on contractor cash flow

-
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and prof itability. In certain instances , contractor profit-

ability may actually be less than it would have been under

the old policy .

13. CAS #409 did not cause contractors to change their

capital investment plans or decisions. An overwhelming

majority of contractors reported no change in their invest-

inen t plans or in their method of financing and no need for

Government-owned facilities as part of their contracts.

14. Prime contractors and subcontractors have not

reduced their participation in defense contracts due to any

disincentives contained in the Standard . For small subcon-

tractors , exemption or modified CAS coverage has probably

offset the need to comply with CAS #409.

15. The Standard has led to disputes and conflicts with

— contracting officers and auditors . Over half of the respond-

ents reported that disagreement had existed with respect to

CAS #409. The nature of the disagreement primarily focused

on contractors ’ service life determinations and recordkeep-

ing .

B. RECOMMENDATIONS

The following actions are recommended :

1. Contractor opinion and experience with CAS *409

• focused on the Standard’s intent and subsequent problems

with. its implementation and interpretation. From the research

identified in this study concerning CAS #409, it is recom-

mended that the CAS development process be amended to minimi ze
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these problems in the future. Prior to the effective date

of a Cost Accounting Standard , thorough guidance should be

developed for its implementation and interpretation . This

• guidance should be developed jointly by the CASB , Off ice of

the Secretary of Defense (MRML/Comptroller), DCAA and

defense industry representatives (for example, CODSIA , AlA ,

MAPI). This action would serve to provide a common frame-

work of understanding in which a Standard can be promulgated.

Disputes and disagreemen ts would be minimized , and an orderly

implementation of the Standard ’s prov is ions would be prov ided

for.

2. Much of the controversy surrounding CAS #409 centered

on whether a conflict existed with the Standard’s require-

inents and the stated goals and policies of the nation. The

CASB charter should be re-evaluated by the Congress as it

relates to similar policy issues arising from the develop-

ment of future Standards. As an agency of the Congress , the

promulgations of the CASE should be consistent with stated

public policy objectives. Each CAS should be evaluated by

the CASB with these objectives in mind , and an “economic
impact report” should be prepared prior to issuing future

Standards. Although the Standards deal directly with cost

accounting practices, they inevitably have an impact on

Government procurement policies and, hence , on contractors’

financial positions .

3. The Department of Defense , as a part of its curren t

assessmen t of profi t policy, should evaluate the impact of

___ - - - 
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CAS #409 on contractor depreciation practices. DoD profit

po licy should prov ide adequate incentives for contractors

to participate in defense contracts and should recognize

how deprec iation affects profitability and cash flow.

4. A follow-on study of CAS #409 should be conducted

in the fu ture , after contractors have had adequate experience

in implementing and applying the Standard in order to provide

a better perspective of its impac t on the defense industry.

The subsequent study might include contractor interviews and

a case study to provide an in-depth evaluation . This analy-

s is could prov ide a framework for changes to the Standard’s

language , its implementation and interpretation , and its

economic impact. Indeed , further research into the economic

impacts of all Cost Accounting Standards is recommended.

C. REVIEW OF THE RESEARCH QUESTIONS

The basic research question of this project was : What

is the impact of Cost Accounting Standard No. 409 on the

defense industry ? Subsidiary questions included :

1. In the op inion of the defense industry, how has the

Standard affected the contracting process?

2. How has the Standard affected the accounting prac-

tice of the defense industry regarding depreciation ?

3. What costs , if any , were incurred by the defense

industry in implementing the Standard?

-
- 

- 4. Has cash flow and capital investment by contractors

been affected by the Standard? In what way ?
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A majority of contractors are of the opinion that the

contract ing process has been made more difficult as a result

of the Standard . Actual experience by contractors further

• supports this opinion. A majority have also experienced

actual disagreement or conflict with contracting officers

and auditors over the Standard ’s provisions . To a certain

extent , the conflict might arise from a lack of written

guidance to contracting officers and auditors and/or the

contractor ’s unfamiliarity with what guidance actually

exists.

The Standard has not significantly altered the depreci-

ation accounting practice of industry. Contractors have not

had to change methods in order to be in compliance with the

Standard . The most significan t change has been the need to

— develop and evaluate records to support their service life

estimates . Generally, contractors have been able to justify

obsolescence factors or special circumstances to adjust

historical service lives.

Contractors have incurred significan t costs to implement

the Standard. Not only have contractors experienced “sun k”

costs in implementing the Standard and develop ing supporting

documentation , but continuing annual costs are being in-

curred to comply with the Standard. For the most part , these

will be added costs to the Government in the form of overhead

and general and administrative costs of contracts.

Contractors ’ and DoD ’ s concerns over the possible dis-

incentives to contractors ’ cap ital investment and the erosion
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of the industrial base have not been proved justified .

Caution should be used in stating this finding , however.

Disincentives and erosion shouiJ be evaluated within the

context of the whole body of co~itro ls and regulation that

apply to the defense industry . The bitter controversy

surrounding this Standard focused attention on these prob-

lems . Greater emphasis needs to be directed at these issues

in the future if we are to maintain our defense and indus-

trial posture.

In conclusion , the Standard has had a fairly modest

impact on the defense industry . In general , the reaction

has been negative . However , many of the forecasted prob-

lems projected by industry and the Department of Defense

did not develop . Future review is necessary to stay abreast

• of these issues as the Standard reaches maturity and its

full impact can be assessed.
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APPENDIX A
FIRST EXPOSURE DRAFT OF COST ACCOUNTING STANDARD NO. 409

ledeicil
re9ister

TUESDAY , JUNE 11, 1974
- WASHINGTON, D.C.

Vohim. 3~~ U Number 113

COST ACCOUNTING STANDARDS ~~ °m5 t&Z Te5U1*tlOfla hsve estab-
RflADfl Ushed bass. for selection of depreciation

lives and methods of depreciation for as-
signing depreciation cost to accounting

(4 CFR P.rt 4091 peilods. Our research has Indicated that
contractors often seleot depreciationTANG1ILE CAPITAl. lives and methods for contract costing
purpose, based on what Is permitted by’
these regulations rather than on bases
which are representative of the consump-Pvopo. d Cost Accounting Standard tion of the service potential of the tan~i-

Notice is hereby ~tven of a proposed hie capital suet. In those circumstances
Cost Accounting Standard on the Depre- maci choices have resulted In unduly
ciatlon of Tangible Capital Assets. being accelerating aflocation of depreciation

• considered by the Cost Accounting cost to earlier cost accounting periods
Standards Beard for promulgation to and to flual Cost objectives within those
Implueent further the requirement of earlier cost accounting periods.

- - Section 719 of the Defense Production The proposed Standard would estab-
Act of 1960. as amended. Public lAw 91— lieb the principle that for contract cost-
379, 50 U.S.C. App. 2199. When promul- tag pwpcsss the sefllcs lives established
iat.d. the Standard will be used by all for tangible capital sueta be the en-
relevant Federal agencies and naticmsl pected actual service Item at the date
defense contractors and subcontraclote. of seq Isitlon. Accordingly, the proposed

Tb. proposed 5t~~~~gd U ~~~pt~~ Standard would require that the service
would be on. of a series of Cost Account- lives med shall be the estimates used for
lug Standards which tl~ Board Is pro- ~naDCI*I ~~~~~ntlng purposes unles.
mulgating •te achieve ~g~fo~~~y ~~~ fttanelsl accounting lives are unrealistic.
co,—~*ateney ~~ ~~~~ ~~~ ~~~~~~~~~~ p~~.. 10 which case the proposed Standard
cipis. f~ ,Iowed by defense contractors would require that mere realistic s.tl-
and subcontractors -Jader Federal con- mated service lives be used. The proposed
tvscts.’ See section 719(g~ of the De- .$tanda,~ also would rsqufr~ that the
feeui Production Act of ISO. as ~~~~~~ mat~od of f I

~~ --~~ ~~~~~~~ 
or 00

receiving an swan of a contract on or os.tln~ purposes approstmat lb. en-
after the eftecti,. date of this Standard 910114 ocasumptlca of asset sentces In
will be required to follow Is Ui sccerdenc each o~~ accounting period. The method
with the provisions of I tie - au . of duprectetlon used for 91wi.t.J 

~~~
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20506 PROPOSED RULES

count ing purPoses is a a~tucy if rea- flual promulgation of the Coat Accoun t - fuiness of the asset (s ) and is the period
amiable in the circumstances, tug Standard covered by this notice , over which deprec iation cost is to be as-

The Board calls attention to the treat- written submiasion~ must be made to signed.
mont that would be prescribed in con- errlve no later thsh August 12 , 1974. c) TangibLe capital asset. An asset
nection with changes in estimated serV- Nun A u wri tten subinoalon. m*d. pun. that has physical substance, more than
ice life, residual value, or method of de- sqant Lu this notici will to ~~.di Ivuilabi. 

minimal value, and Is expected to be held
t reciat.ion. This p bupuded Standard for pub iic Inspection at the Boi,rd’u oicc. by an enterprise for continued use or
would require that adjustments be appli- during regular busln.u flo uts , possession beyond the current account-
cable only to the remaining undepreci- 

~~ 
ing period for the services It yields.

ated coat of the assets, which remaining 445) 10 Oen.rei appitcabulity . § 409.44) Fundau,aentsl requaremeni.coat shall be amortized ifl the current sue 20 Pur~oes.
and future periods in accordance with 409 30 Dadnitioui.. a) The depreciable coat of a tangible
the new determinations, The treatment 409,40 Fuitdam .uitii requ iremen i . capital asset (or group of assets) shall
provided in this proposed Standard (or 409 50 Techniques (or application, be assigned to cost accounting periods in
changes in accounting estimates such 409 00 liiustrstions. accordance with the following criteria:

409.70 Exemptions. (1) The depreciable coat of a tangibleas changes in expected life is the same 
~~ ~~~~~~~~~ dataas that which Opinion No. 20 of the capital asset shall be its capitalized coat

Accounting Principles Board july 1971) AUTROSITY: S.c. 119 of hi Defense Pro- less its estimated residual value.
provides for financial reporting. APS duction Act of 1960. as amended, Pub. L.. (2) The estimated service life of a

91—379 . 50 USC. App. 2108. tangible capital asset or group of asset&Opinion No. 20. however, provides that
changes in accounting principle may in- ~ 409.10 Generuil uupplic *bUity. shall be used to determine the cost 00-
volve corrections for cumulative effects This Standard shall be used by defense counting periods to which the depreciable

cost will be assigned.in prior periods; a change In depreciation contractors and subcontractors undermethod for existing assets is used ( pare- Federal contracts entered into after the 43 ) The method of depreciation Se-
graph 22 of the Opinion) as an example effective date hereof and by all relevant lected for assigning the depreciable cost
of a change in accountIng principle re- Federal agencies in estimating, accumu- of a tangible capital asset (or group of
quiring changes related to prior periods. lating, and reporting cost.s in connection asset.s) to the cost accounting periods
For contrac t coaling purposes, the Board with the pricing, adminlstratlon, and set- representing its estimated service life
does not proposed retroactive changes. tiement of all negotiated prime contract shall reflect the expected consumption of

services in each cost accounting period.Amounts once charged ott as deprecia- and subcontract national defense pro- (4) Gain or loss upon disposition of ahon expense should not be reinstated curements with the United States in cx-and again be available for charge against cess of $100,000. other than contracts or tangible capital asset shall be assigned to
future proj ects. Conversely, if assets have subcontract.s where the price negotiated the cost accounting period in which the
not yet been charged off , it would be is based on (a) established catalog or disposition occurs.
equitable that the entire remaining de- market prices of commercial items sold (b) The annual depreciation coot of a
prectable cost of those assets be tdentlfled In substantial quantities to the general tangible capital asset or group of assets)
to cost objectives of future periods, public, or (b) prices set by law or regula- shaU be allocated to cost objectives for

included in the proposed Standard is tion. which it provides service In accordance
an Appendix A . which was derived from with the following criteria:
the internal Revenue Service’s Revenue § 14)9.20 Purpo.e. (1) Depreciation cost may be directly
Procedure 71—25. The proposed Standard (a) The purpose of this Standard Is to charged to coat objectives only when
would use Revenue Procedure 71—25 “As- provide criteria and guidance for ~~~~~ 

such charges are made on the basis of
set Guideline Periods” to establish lower Ing coals of tangible capital assets to cost usage and depreciation costs of all like
IimIt.s for estimated service lives that accounting periods and for allocating assets used for similar purposes are
may be used for contract costing pur- such costs to cost oblectives within such charged in the same manner.
poses where contractors’ accounting periods in an objective and con~~tent 42 ) Where tangible capital assets are
records do not support shorter lives. manner. The standard is based on ti~ 

part of , or function as. an organizational
The proposed Standard is expected to concept that depreciation costs Identified unit whose costs are charged to other

be applied by contractors in situations with cost accounting periods and bene- cost objectives based on a measure of the
where depreciation cost is a fact or In de- flu ng cost objectives within periods services provided by the organizatIonal
termining equitable charging rates to be should be a reasonable measure of the en- unit, the depreciation cost of such assets
used as a basis for contract costing. For ptrallon of service potential of the tangi-. shall be included as part of the cost of
example, the development of rate sched- ble assets subject to depreciation. Adher- the organizational unit.
Wee for construction plant and equip- ence to this Standard should provide a (3) All depreciation costs which, are
ment and ownership costs for conipart- systematic and rational flow to benefit- not allocated in accordance with pars-
son to lease or rental costs would be ac- ingcost objectives of tbe coats of tangible graph (b)( l) or (24 of this section shall
cornpiished in conformance with the capital assets over their expected service be included iii appropriate indirect coat
requirements of the proposed Standard, lives. POOlS
The proposed Standard also would be (b) This Standard does not cover non- (4) Gains or losses from disposition of
used by educational institutions In de- wasting assets or natural resources which a tangible capital asset shall be allocated
termining amounts to be compensated are subject to depletion, US the same manner as the depreciation
for use of buildings, capital improve- cost of the asset had been or would have
ments and equipme nt. ~ ~09’3~ DetlnhIona. been allocated for the cost accounting

The Cost Accounting Standards Board (a) Residue) value. The proceeds (less period in which the disposition occurs.
Is particularly interested In comments removal and disposal coats, If any) re- 

~ 409.50 Techniques to, sppluc.eion.on the above subjects. The Bo*rd also s.IIzed upon disposition of a tangible capi-
solicits comments on any other matter tel asset. It usually is measured by the (a) Depreciation of a tangible capital
concerning the proposed Coot Accounting net proceeds from the sale or other ~

j
~pe- asset shall begin when the asset is ready

Standard which will aasist the Board In sition of the asset, or the fair value U the for use In a normal or aoceptable fashion.
Its consideration of the proposal, asset is traded In on another asset. However, where partial utWzatlon of a
interested persons should submit writ- (b) Service We. The period of useful- tangible capital asset is identified with a

ten data and views, concerning the pro- ness of a tangible capital asset (or group specific operation, depreciation shell
posed Cost Accounting Standard to the of assets) to Its current owner. The pe-. commence on any portion of the asset
Cost Accounting Standards Bo.rd. 441 nod may be expressed In units of time or which is substantially compLeted and
0 Street, NW., Washington, D.C. 20641. output. The estimated service lUe of a used for that operation, Depreciation of

To be given consideration by the tangible capital asset (or group of as- capitalized spare parts which are nor-
Board in its determination relative to sets Is a forecast of the period of use- mally required for the operation of a
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tangible capital asset shafl be accounted less (I) such method does not reflect method of depreciation during the It. of
for over the ssrslos Ifs ci the a~ st the expected consumption of services fat a tangible capItal suet, the remaining

1W A consIstent policy shall be tol- the tangible capital asset or group of deprec iable coats for cost accounting
lowed lit determining the depreciable issets to which applied. or (U) the purposes shall be limIted to the unde-
cost to be assigned to the beginning and method i. unacceptable for Federal US- preciatset cost of the assets and ~hiIl be
ending cost accounting period, of asset Coins tax purposes. If th. contractor’s wlgnt’d only to the cost accounting p-
uss. Although depreciation begins for ac- method of depreciation used for financial vied In which the change ii made and
counting purposes as of the time an asset accowsUng purpose, does not appr oxl- subsequent periods
Is reedy for use, the policy may prov ide met. Use expected consumption of save- t j~ 5 ) aetna and losses on disposItion
fo r any reasonable starting and ending ices or Is Unacceptable for Federal In- of tangi ble capital ~~ etj shall be con-
dates In computing the fi rst and list year corns tax purposes, he sh&1I establish and sidered as adjustments of the dept-eel-
depreciable colt, support if requested, a method of de- ation costs previously recognised and -

tc Tangible capital assets m~y be ac- pred ation for contract costing which shall be assigned to the net accounting
counted for by treating each individual meets these criteria, period in which dispositIon occurs. The
asset as an accounting unit, or by corn- t2)  Consumption of asset services may gain or loss for each asset dIsposed of is
bining two or more assets a. a single ac- be measured either by the expected ac- the difference b,tween th. amount reel-
counting unit provided such treatment I~ tivity or by the expected physIcal output lied and its undeprecieted balance, ad-
c’onslst.ntlj applied over the service life Of the assets, as for example : Row s of justed ton costs of disposal.
of the assets or group of assets. operation, number of operations per- (2) GaIns and losses on the diaposl-

d)  U)  Estimat.d service lives initially formed, number of units produced , or tion of t*ngiblp capital awls shall not
established for tang ible capital asset. or number of miles traveled. Art acceptable be recn(TSI!P( 1 where i Such gain. and
groups of s~~et~

) shall be their expected surrogate for expected activity or out- losses are processed through the depre-
actual periods of usefulness. Where serv- put mig ht be a monetary measure of ciation valuation account (e.g.. reserve
Ice Ilvee used for financial accountIng that activity or output such As estimated for depreciation, allow anc, for depreci-
Purposes reflect such periods of useful - labor dollars. total t”ost incurred or total elton. contra suet valuattotV . c i t s the
nsss. those lives shall be used for con- revenues generated by use of tangible asset is given in rsrli*nge as pert of the
tract costi ng. In no case, however , shall capital assets to the extent that such p~trchase price of a simi lar, asset and the
such lives be used If they are shorter monetary measures can rea.onably be gain or loss is included in computing the
than the asset guideline period , estab- related to specific t&rtgible capital assets depreciable cost of the new asset, or iii
liahed for asset guidel ine classes under ton group of assets . Th. appropriate the disp os itio n results from an involun-
the rules In Appsnd,iz A, except as au- method of deprec iation should be se- tary convers ion and th~ asset Is replaced
thortied by paragraph e)U) ci this lected as follows : by a similar asset In t,he Inst case the
.ectkst. If the contractor s eSWnated 15 An accelerated method of depreci- gain or loss shall be included In comput-
service lives established for ~flancIal ac- ation is appropriate where the consump- ing the dep reciable cost of the new wet.
eo~~ tIng purposes are unrealistic or tion of asset services Is sIgnificantly 3 The contracting partIes may agree
shorter than the asset guidelIne periods greater in early years of asset life, on a different treatment of gains and
under the rules in Appendix A. he shall (U) The straight lIne method of di- losses arising from mass or extraordi-

- - establish and support. If requested. ap- prect at iots is appropriate where the con- n~r~ dispositions.
propriate estimated servi ce ilvee for con- sun%ptlon of asset services Is reasonably (4 ) OsIns and losses on dispaalUøn of
tract costin g levet over the sev~ics lit . of the asset or tangible capita l assets transferred in13) U a contractor acco unts for tangi- group of s8sets ) , ot her than an arms -length transactIon
hI. c apital assets other than by asset t ill ) A decelerated method of deprerl- and disposed of within 13 months from
guidelI ne classes established by the rules atlon e.g.. sinking fund method) may be the .1~ t-e of transfer shall b~ assigned to
in Appendix A. the contractor shall. It used by the owner of assets that are used the tr ansferor .
requested, be required to demonstrate by others under a fin ancIng lees.. Ik %Vherp , In accordance wi th Section
that service lives used are the sein, as (

~~ Eed’h original complement of !ow~ 409 4O b) l ~~. 1-he deprecIat ion costs of
or longer than the asset guideline pa— coat equ Ipm ent shall b deprecIated to like tanaible capital assets used for sim]-
flod e. This shall be accomplished by half Its depreciable cost over half of the h r  purposes art ilirectir charged to costgi-uuptng all tangible capital assets In average service life of Use original erotip object ives on th e basis of usage, average
accordanc e with the grotupe required by of items which compri se the original ettamne rates shall be established for
the rules in Appendix A. If annual ds- complement. The complement shall not such assets where the depreciation costpred ation cost computed for any asset be further deprecIated until suc h time as of one or more assets is charged on a ‘us-guideline class using be asset guideline It can be determIned when the comple- ~~~ ~~~~ Any variances between total
periods Is lees than the depre ciation coil nent will be disposed of or when the “ i’- deprecIation c-oa t charged to cost oWec .w hich would have been computed For eratton el unit for which the complement tivex anti total depre ciat ion cost for the
those ~~5et~ using the contractor ’s euttab- w*s acquIred will cease operatIon. At cost aecoti nt ing pevied shall he account ed
lished depreciation method , the contrac - that 11mm. the remaining depre ciable cost for In ac(’ordance with the contractor s
tor must make appropr iate adjustment shall be w ritten off over the remain ing pract ice for handling such varIances .
to the lives used or support those lives service life of the complement. Depreciation methods, estim atedas provided in paragraph e t of th is (hi Estimated residua l values shall bt’ servic e hiv es and estim ated residualsection. determined for all tanglblm. capital its - 

~r~ j~~~ q need not be changed fo r assetstel U) fit torte r estimated service Uvee sets (or groups of as~pt~% Only estim ated acq uired prior to compli ance with thI sthan thos e required by paragraph (dl residual value, whirl s exceed 10% of t1tP Sta,~dard If otherwise acceptabl, under(1% ci this section may be used It the capitalised cost of the suet must be used applicable procurement regulations.shorter lives are supported by record, of In establi shing dei,ret ’Iabie costs . h ow- However , any chan ges to depreciat ionpas t retirement or replac ement •~~- 
ever, where t he declining balance met Itoci methods, est imated service life or eati -perlenc.. of depreciation is used the residual value mate~1 residual value must conforist to3) The contracting parties may agre, need not be deducted from cisplta lixed hu e crttct’ia establ islu ed in t hIs Standardin advance on the estimated serv ice life cost to determin e depreciablo t’nst.l No Stud mi;v hi. rfterted .uu a prospectiveof an Indiv idual tangible capital asset deprecIatiOn t’OSt shall he t’harged whirl bi~,cis to ~‘nvcr ti le undm’preriated balancew here special circumstance, warrant a would reduce book value of the tanuible of cost by agreement between the con-diftereet estima ted service life than the capItal asset below the residual value. t rtu ’tIng luCEt ies pursuant to ta~ i4)if, applied to the group In which that *1) F.st ima*es of service life. consump- ~( t he t ’ont ract Clause set out ii i 331 30asset would be included in the absence of lion of serv ices , and resIdual value shall of Utta tItle 4 (‘TR .131.50 ) .tb . agreement, be reexamined period ically (ts r tangible(f i l l) The method of depreciation capi tal assets t oy groups .uf aitsets ) . § $00.00 lllnstrsmlnnm.

e4 for financial accounting purposes Wher , changes arm. tnatle to the esti - ‘flue following example s are Illustrati ve
shall be used for contract costing un- mated service life , residual value, or of us e  provIs ions ot this Standard.

~~OI,AL 11015151 VOl. 35, 500
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21W0$ PROPOSID
a) A contractor purchases a milling an average life of 12 years and *111 have counted for over its eetImat.d service

machine too it. machine shop to replac , a minimal residual value twon disposl- hUe and allocated to ost objectives in
a milling machi ne wh ich was fully di- lion, Contractor should depreciate halt accord ance with the contractor a cost
pred ated and retired f ront service. Pro- of the capltallaed cost of the original allocation prachces .
duction records, maintained for a group complement over s ix years . Replenish- • hi A contractor account s for tw o
of like inUling machines In the machine menu to the or iginal complement may groups of assets s ubject to this Stand-
shop by the contractor, Indicat e that the be expensed as acquired. ard. This ilhust rsiio n de~crIbee lis*
milling machine, have a capabIlIty to t2 ) At the beginning of the 15th year avera g e eetimated service life that shall
produc, more units of product In the of use of the complement , t he contractor be used t~ determine the cost account-
earlier years of service life than in later decides to replace the to tal complement in, periods to which the depreciation
years and the number of units produced in that cost accounting period. The net cost wil l be ass igned for contract coSt -
decrease for e.ch succeeding year of book value of the original complement ing purpose.
service lif e. Therefore, the contractor’s should be adjusted to actual residual
records support depreciat ion che.rgee on value in that cost accounting period . - - -
an accelerated basis for the replacement If ) A contractor acquires a test 4,.i~5. ~~reI,’. Iv.m
milling machine. Since the Standard re- facility with an estimated physical life —~~-- 

—-_____ -

suites that the contractor ’s method ap- Of ten years , to be used on contracts for iI,nIIp A i~r~ ip II

proatmat i the expected consum ption of a new program The test facility was — - - -- - - - -

serv ices, annual charges for deprec iation acquired for $5 mIllIon. It is expected t~ ’~ eI ~~vh’. lip In, Ihi.n.
,‘i.â ~ .‘stntin p..,shou ld be higher In early years to reflect that the program will be comp leted Ifl F lt m~i.,I ~~~~~ ~~~~ In- 

Ii 11

the decreasing usage of the asset over six years and the teat facility acquired “.~ e I.’ ~~rpm~~ .e*.4 II..

time , will not be required fo r other products k’~*,.l.,,Il th.s.es k’t’.*,‘iCtI,,n .fl5, S It
• hI The contractor alto purchases a of the contractor. Although the facility Seas pj .I,ielns twdn,ta ,,,,,I.,

lathe foe’ Its machine shop. The contr ec . will last ten years, the contr actor may SPp.ft.Ii% a is it
~h. it. ntil ,’h n,i.pl i.e ,iee,l hi

too, as a regular step In its fixed asset depreciate the equipment over six years ,-,..u*,-~ .‘,nl.~5 in .‘~o pis-
procurement process . prepares a sum- U the t u e  of a s ix-year life for this asset ~iW ~ t(Ii i %iSi 50,11.1’ • là ‘It

mary of estimated revenues to be derived would cause the aversu lives used for
from the use of the lathe to support the the asset guideline class to Ii shor ter ~‘nies su.~tI it. ~~se i .  en i,n,eell. ~ip .ee,ntent.n
company’s decision to bus the asset. The than the period s establi shed under the 04 wIUeI em,Ih’e ii.

(‘ ,ikem ..uitre.’i,w ‘en .,,ppnO ,h,wS.t .,i lpS Ut.
summary shows estimated r venuss by rules in Appendix A , the contr acting
fiscal year and indicat es that, because of Parties may agree that the asset Is to * 405.70 IsempIiofl..
inability to bold tolerances, revenues to be treated sep arately For the test of None for this standard.
be det ived from use of the lathe will be guideline lives.
lower In later years. Therefore, the sum- (5) Contractor acqu ires a building by § 11)9 51) ElTseiive iii.,

mary of estimated revenues supports de- donation from its local Government. ‘a) The eftect ive late of this Cost Ac-
preciat lon charges on an accelerated The building had been purchased new counting Standard Is I Reserved I
basis for the lathe. Since the Standard by another comp any and subsequently ibi This (~ost Accounting Standard
requires that the contractor’s deprecia- acquired by the local Government. Cnn- shall be followed by each contractor fo r
lion method appro ximate the expected tractor capitallues the buildIng at its .31 assets acquired on or alter the start
consumption of service,, and estimated fair value. Under th is Standard the ti e- of his next fiscaL year beginning after
revenues may hi used as a surrogate fo r prectable cost of the asset based on that the recei pt of a contract to which th is
actual machine usage, annual charges value, It otherwise al lowable, may be ac - Cost Accounting Standard Is appl icable.
fat depreciation should be higher In early
years of asset life. “5”

t o t  The contractor desires to charge m ,..t ,~ ,t.àa, ‘Mn.,. aed
- depreciation of the millin g macbins tie- —- - - - -  -- - --— - - --—--- - --- ______

scribed in paragraph a) of this section ~~~~~~~~~~~~~ Sen’I u1 IS’
directly to fi nal cost objectives. TJ~~ g~ It~;ø ,‘I~~~ ~.‘ttptIø~ 0 sem,’te In, Iii,h’ ,t i.i. i’em4n’4
of the milling machine can be measured ~1~
easily based on units produced. Contrs~- -- — —-—----——- - ____________

tot may charge depreciatIon cost dl- ~~~ t).Iltn.lutble ~~~t . Seed III sit l’,sitnnem wu,IIlee . finned em nnte’t
in I •5(fln. (Smiltil,. , Att ues. n,~~hlnnn . end .“ mlpm.nt ln’lu,les Ilin itut,’ sn,t Attn,’.red ly on a until of Øroduction basis pro— ep, ., sie not a itun-tuvel .uemluwnnet at ii,, hwl,ft.w. cii i niwl.lnnn e.~,i equlpm..i%vided he uses an average depreciation In the pnepaleIh’n ,.t pa~eei ,,, ,la I~ inni n i., .u,’h ~~~~ ~ ,I,’q5~, fl~~charge for all Uke milling mathineut In t~p*~~4tee . et’nnSsnhIns. Ikuisli ns end lets ~nn~’nn,ie n,si’hloea , .‘n.nn~iinh ’,-

liOns, julpIhatlas end ‘spy ins cq.uIP,nPtg
the machine shop and charg es deprecis- rn I lrenuvetsu.an eq,.lpm.nI-
lion for all like millin g machInes dir ectly ~ ~ .SIi~~*4t sefrwn.. end “linee) .nnel.t cluntstl nt Sir l~s ’u’si-I ,-o ’n1,eu,IM I

St 15 AnIonnohiire, sit. . . .  - $to final cost objectives. in a n.n.s - . -
(di The cepttalised cost of the milling I~ It il,nn.~i ~~~~~~ toir~u., nniti,IIna ,,nn,,,, ,~~~,‘ ,.. ~~ ~~

. ,,~ .,,,. I,’,, ~ ~~o,nn IN. ,nsd-machine described In paragraph a’ of * III I,IsIit 5011151 iICIne,Ip,t wel~til Ir., Ih~n 13 .515 II.) -this Notion was $50,000. It Is estimated tt 30$ 140551 *105* trnlne.t. ’i w,’IthI 3 155th . r  morn’
that the milling machine will have a re— ‘~~ * utsilisid oar, and hnnemnll,.,. ,‘ne)l line. ‘en-ni ‘n . ,,I,, e,i I,5~~~n,fi ~~-

lint, ‘nnnpsetlee - - itsidu al value of *4.300 upon disposition. in * l’ rsrinr antIi ue~I one,’ the-mad -

Decause *4.500 Is lees than 10% of cap- in 71 t,sIInt, and Ir,*in’- mn.iiOe i ‘nntsinntq S
* II Vt,utSIP, 41105, 1505 515,1 nln~iInt *510 it-evinpnrlalI’., - ‘iIltl fl..l -‘*m~,I lll ” 4Ilalised cost, annual depreciat ion In.,I us m*rtus ,‘nnhrarl ,‘o,ni ,neI i,n IS

charges may be b ssd ott capitailsed cost “-~~ ~ ~ ~~~~~~~~~ seMi 550,4 In th e t.IkWIII~ St’IinItlM
II.. A~rknIltw’e m o u nt.. ,sI5I5 %,set, i05e!i em a,-, i,I. ’~ iiI5e.l i,.ie* en,I l i s t sic ,n.,l In

of $50,000. However, th . asset must not the ~*n,Ilh’lh15 ‘4 inpe -, 1115151$, .1105.11,1 ln’em lneI.i ,tlni t ’n*,r5 INe t,’n),
be depreciated below the $4,300 residual 05, ,t*11r15. n t.edl,,g If lineqo,’t (fir Cilinnal ~.in.l.e’Ii IiIri hIII,5 .e.i,n,ei I-n
value a,un.ats 15(5,505, 5 ‘stint rn,.... . tile ope.nttnn -‘I .lr~ lot ‘~~ 5055 1.1,1,n

•.,spisflfs, ~tsen hntmss, so,t 15,05,. nIllSIln”n’n ‘0115.1., ,‘i’.niw, v “sI. 5411s.$.n
te)  (I) A contractor outfit, a new sil t Itt, lemma , ill. pq’ndin’tlwl ii l u l l , linens , end e,’q.taI.t. ‘.1 ,‘ns~* s o t  I i,e

oSice building with mlscalleneouts how ye,*ennsn.’. nm .s,(,’,,I%flt,uI , e.,lrn.t Ininl an Its ,n,t hwIl , ’uhI,,rni nt,uiI ’e.
Al . I Nemilmnems ais.l P’ItIIPtIIenI 1,01(1,11111 0I.I~ I’l l~ esn,i ICI,r,’ l~ ,l 10 ‘I ~~ ien,I

cost furniture and fixtures total $250,- Impsn.emsenIs - - rn
000 which he capitallssu as an original °‘~~

SI It 1 .5111., IwseiSsi 1W 151,5complement of low cost equipment. The ,
~ rm ttem,em. ivenun s ,w ewl me

service lit. if the new building Ii eusti- ~i n m iii ’, ircvIftne. - -

mated at 40 years and it Is expected that SI II Sheet and 05u15. Iwentlos $
ill $ ~vin h,,lhiiI, si’’ - . - - It

the building will be operated as an oSice me a Miam i- IIIOIS4ISseSI. ~.1sil in he mlnin5 e.,~l lnartn’l.~a .d o ’i.iil ’ 5, -I nn15m.tellh ’
building for Its entire life. It is expected litmneesla llw iudint .en,l. SI5~~I lOne 011,1 ‘l os ’ a,,,i ,I,. ,.iiil ~~ i’, e,kMul,iti e,•,I

,ntllem ~smlniVv ie’t~~aIlno 4 lm-t~ nest s.,, ,
that the furniture and fixtu res will hare La PM1nTh’.,m .5,1 ~ t.irsI $ee pnnIIlolhMl sil l nnti.1 s il l hi. -.
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PROPOSED lULlS 20509
lgad ~e4dthms cUami. ~~d p.,Siab—CSnthn1.d

li*.rlt.tiun UI ~~~~io oseluded

II I DUllin g .4511 asisI see wells includes sessie need inilto d, dUI.q us .ii amid see Salle
oil 5 ,UeiUact. Lw, 01 oil.., bode said lb. pre.i.los at gsOutIyeIcsJ said other
saplurinon uevlcn.. amid IN. VeilS leluu of Such all and gee told s.r dices em chow-
losi troslioso t. piu,5hils Inst sbsatdiiuu,g of wails slId cs.nsoutug or relaroUn
wall eodng.: but nut tucludhild ernest. need Itt lbs li.rtollnsncs vi soy at thee.
ertI,ilIs. ,ianl sSr,lCis by int~~rs&sii p.Uul,uw said natural gem prudues,i let
flaIr OWN aCOnUnt 

ILl *shthirsuoai toe petroleum eisd ,,eiursl sue depeelu- Inoludem sisal. need lee drIlil is
,4 walls said pna,luchiuil .1 petroleum end netu,al i.e, including gathering pip..
lln amid misted b rags lsrdhtl.s.’ w ham, the.. e15 related sctlelilas underlsk.n
by fletruleurn said netural gas produce.. 4

IL $ P.t,uleuue reIliiln5 ; lncl,sd,s sseeia ua.’d for INs ,Ilailllstmon, b.cll.m.aUon, sod
catalytic crucklog uS ,-noh’ ,eI.rul.’iIn, 1,110 ~enilln. and Its sib., voiupomisnls 1.5

lii MsrI51l,~ at psirukulu end intl,ulotls, productS. Includes seems used In mann.
hug, seal em related ,t0es~o f,iclhlllee end osaupieme ServIcS aiSlInos,’ but n5. In-
cluding slip of thee. (aciUtlel ralai.d in pslisisl&sn said natural ser trunk

I.
I L S  Cusbssi Construction: Imuclud.s such le05*5 used by genetal bletkIIn~, epecisi Usda,

beep rone01uslIoit end maria. co.uirsctoee, dow not Include aisiIS used by
nuflipeflie. IN pettoinling nonslnIrUun ase,kee on their own account,

14. I (‘Onlrsc t cosumn,eulrn other Ilian mash ,. .5
14. .1  Marina contrac t constructIon 13
2011 Manuts~tu,. ad load, sod hs,e..gse toe huussii tOIInInIPUOuI. end rorteiui rsi.onl

product., auth 5i msnulsc’twwd Ice, chasing suns. volatable saul aiuaaaai (ais sod
olls,saud p,.pegutl (e.d,(oe solussie uudluwle:

20 I GraS,, said gntin mill prudu,ts, Isicliadme suet. used i~ IN. produsUon of dow,,
esrisic, Uveehoc k (cede, and other grsln and gt~ln m Ill products - , _  Li

20.1 Sugar said auger products : l.uclud eeeets need In thu production of raw nigar.
nyrup on flaihihed iugsz troum, sues, censor sugar bests 1$

20$ Vegatabisolle and vegetable oil 1arudsucU. Includes Slee t., used lit the production uS
all fros. vegetable materials so.) lIt. asanulectu,s of s lated vegotabic oil pOnducta. IS

20 4 AU ,sihn food and klnd,.d product,: Include. easels used In lb. production of
b uds, baveragam said rslat.d produc tion not IOatud.d In ch eese *1. 202, and

21.1) MIniaueoiW, ot totugccosnd tobacco products: Include. ~~~ Ia used In lb. ptoducUooo
cl sr.1t 5, cIgars. sluohIni end cll .WIfl~ tobacco, soul? said ottast tobacco products IS

1~ 0 Imanufectuntof t.aUlo mill products:
Zi. I Kolteesi sod knit produc ts . lntludes emeete used In lbs pruducUomt aS kIlt sppar.I

said outer Ilsushed articl es tram yarn S
22.2 ‘r.,ttie ruin product,, eacept kiltees:- Include. sees.., need In lbs production of

spun . wo,.n or prooeeeed yarns and babdci at nhattrowee, carpets, nags , pads, sod
nhs.is, stud of oIlier pro iluris of natural or synthetIc Shore 14

22. 3 FliiIsl.Ing end dyatog : Includes ~~~t5 used lii tbs Anlelling ss,d dy iltag OS natural said
synitia*hc A be... yenta, and fabric end knit apparsi 12

210 Manu sctum, of apparel slId other Anlsh*I products: includes suet., used lii lbs pro’
duct.. ,, sirloiblng and labricat. lenti ls prodtscl* by lb. cutting and ~~WIng 51 wov en
fabrIcs, ot.b5, teeth e product. and hun : but .loee not Include se.rte used In Lbs mssnit-
(ed it, , of appowl flow rubber and esther e

24. 0 Msetufemtiu, of I~ mber said wood ptsdUct.:
24. I CutUuag at tluub.r: tin-India I ,ug mun’hln.ev and ‘squl pm.nl and road building

equipment use.l by logging sawmill operator, sad pulp manuSsctUiIrs on their
own eccouant S

34.2 Sawing 01 dlme,ulo,usl stock from Ioqi: Inclu des mlrtllnley said equIpment mn.IaUei
In permanent or w,Il.eetebllsbled sew-mtUs 10

24. a Aawsng at ,llmsiusaunai stock from loll: Includes merlilnory and equIpment Installed
in sawmills cIuee~ctsrIne4 by temporary InunilsUcilts said s lac k or mInImu m
amount , of iumb.r.lieu,dIln~, drying , .15,1 rceldus.dtspoesl ,a)ulpmesa~ end tsclUtles, S

24. 4 Mantulec-l ure If Iuunlier . wood products tuid turuultuns; Includes easels used In IN,
llrodurtlon ol plywo od . headboard, AOo r ls ’~ , v,’nssrl, tunuitufs and other wood
puod uc ts, includhuig II,. treatment of pulc~ slid timber ., 10

200 Manufacture of pcp.r said allied products;
24. I Manufacture i.4 pulp. (Tons wood said other rotluloss Abet, said rise: Includes

easel, used In IN. maaauhecLw. of paper and peperboged , but does nut ln~lude tb.
easels used Is pulpwood logging nun iNs msliutsclline at headboard IS

24. 2 Msnulsctu,. of peper end psp.rbsiarul: Includes easels used In the produc tion
of coov.rt4d products such em paper costed oil thus paper macbIn., Usper bssi,
pepur base., saud envelopes ‘ 12

21.0 I’tIntJuig, publIshing said 51Usd industrIes: Invltlde. easel. used In prInting by on. or
no.. of lb. common proceseas, such em lettorprom, lithography gravune, or amman;
the pertoimsnes of servIces (or the printIng 1,5,1., such em bookbindliug, typesetting,
engraving photosngrsvlng. and electroiyplu.s; and the publ Ication of newspapers,
books, sna perlodiesle. whsthse or not carr ied out In comilunctlon with prInUng. - It

2 00  Manufemtur of chemicals and 51111.4 pyoducIs: Includes sasats need I n lb. mamiu~~ ’tutu uS b~~c cli.unlcals such as acids. ahlaIltisa, salt., slid orgailic end Inonsaolo
chemlcelal chemical product. to ha used lii furthee maltu(lolut,, inc h as synthstto
ISbem end pleu ra mst.rllls , INcludIng pstro.cbemnlcah proo~~~ng bsyond that
which Ia ardlaisrily a part of petn,1.um resisting; and Ilnished chemical products, - ,much as phsnnsceutkala, cosmetIcs ase~ts, feetihllers, paints laid ranilebes. .s.
pleelves, said compe’eøed and Uqultted eases. Does not Includ. ease l used I n the
maouiaciw,of Itsaishsd rubber end p1.511.’ products on In ths produc tion Ut naiura$
gas products, buisns, peapsint, end by.prmiucls of naliaral gas produolisn phamits U

14.0 Usnumotuc. .1 rubber and plastics product.:
20 1 Msnufeaturs of rObber peadu~u: Include. easeis used foe th. productios of produce.

tram usatural, synthetIc, se rst lsim.d rubber , Suits podia, heist., or mitt s N.h.
such me lines, tube., rabbet too tw esi , m.cliankal rubber goods. heels and sehe,
ScorIng, end rubber ‘unto).; amid In this s-eeapplsug, rslrssdlhig, and mbuildla •
of urs IS

20 2 klanuhetauge of ,fllseellsneieis Snlsbed plaetlce peoducas: Ineludse ~~~*e used Is
ills masuhetur, of pleeucs products and Its asoldisig of primary plesuca Mr thIs
trade, Does not Inoluds easels used 1,1 lIla m.nuleetuss of bees plset). emslerlals
nor Ill . manuleolu,. of pluceisgrapli resord U

51,0 Manuleetur. of leather: Inolud.s owems used In bbs hissI ng, ruarylnq. amA 51,151st
of bid., said shin.; the processi ng of fur pelts : and iN. msnhukctu,s 01 SnIeli

n prudmacts. such as tootwesi, bsilliug, apparel, Ii4gegs and similar leasher

200 Maa,a511u,. simon., clay, g ( ,  and oncrste products:
20 I Manu51etur. of glase prodsets: include. asesu used In the pr~duot1sn sihee, blewle,

or prowlS product. of gIese. suehi em plate seMly said window g15ee, glow ccn.
miners, gluewers said Ahi~~j .. Does net Ineluds easels used I, the mssv51eiuie
of lenees IS

*2 Menu).tuie of cement: tn.iud.e oweN used in the productien of cement, but des.
sisal Incised. any owsos ue,d In tha msniuheturs ci oceicreis end ieIc,*Ss pesd~soe.
001 10 any minIng or ett11ltlefl peorow 

NOUAI. seG.siii , VOl. 35, NO. I 1 3.—TUI IO A Y, JUNU I I . )~74

-1

-
- ~~~~~~~~~~~~~~~~~~ 

- - . -

~~~

-- .  - — - —

~~~~~~~~~~

—- -

~~~~~~~~~~~~~~~

— - - 

~~~~~~~

‘

~~~

— - 

~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ 

—— - . -

~~~~~

- - 

~~~~~~ ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ -~~~~~~~~



_ _ _ _ _ _ _ _

20510 PtOPOS~~ RULES

.da.d ialddmse cheese end ponuds—C.ndssual

A s ’  D.s,s’Ipt&IU of meet. Included
(tn~ les~~

* $ klanuftoiwe of other ob oe and clay products: Include. meats used is iii. menus.
faciurs of products (rosa materials In ho (cent of clay end mess. nsa as bflck,
ill . and pens: pottery said rela). products, each ee vlueamse-ohulsn. plunilttng
inaisres. earthenware slid o.ranuo Insulating materlaNc and else Ineludee aas.ts
used I. waaukctuns St oeutcr,ta and 050.1.1. products. Dose alt _tada aseets
steed u t  any mining or attraction proc~~~~ . _ .  ~~~~~~~~~ 15

* 0 Usuisalscture of painisr y lustais: Include. easels used In the smelting and n Osing of
ferrou s a0 nonterrusus malsle true. or.. pig, or st rap, lb. rolling, drawing, said
aU,sying of leenoue ansi miunlerrous meeaie; tile manufactur, of castings, forgIng,,
said Ut). basic produch. of Ieayous and nonterreus metals; and the manuiectuic.
of tails, tousles, otructural olsa4uas, tubIng, said wir, end cable:

34. I Ferrous mnatals ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ ... _ Is
a 2 Nonferrous nuetals .. .  is
$4. ii Maasulactuirs of fabrIcated mabel pmdutts : Includes eNsts swad In cli. predurtious of

metal cans, tlnwsr., nunaleetne beating apperattas. IebrI.t.d etflictutal titelal
products, metal shainspings and other ferrous sad nosslsurous metal and air , prod.
iicls isot shewb.rs~ 1siaelIled __ 11

~~ 0 Manufacture of unacluinsey, acce pt slectrial sod treaispcclatlon .qslplaent:
* I Manmmfaatua’e of mstslwurkIuig us.cliist.ry: Includes s_os Isaad 10th. productIon of

m.tsl rutting and lonmumug msofs,ne., opeasef dIes, tools. gigs, said dipirse. said
U%asitiios tool sore_ties — — 12

* 2 Manulactura uS other machu t..: Include. esesis used Ia the production .5 .usb ma-
chinery s. engines still turbIne.; let’s machInery, tonOinjolIon, sad mIning
machinery: gsnerai and spetsal industrial machines Inelndlng sacs ntachnse and
usua,oiectzouio cuinptitiuug rqwpme.uI; museellaneotia un.cbiue. sicepi sheobfle.&
equipment and transportation equipment 12

* 0 Maaiuisctuga of eI.ctncaI ineclrlnery , e,iuIpmsnt, and oupplies: Include. aaeacs used
in (se production of machinery , apparatus, said moppu.e (or lb. g.neratlss,
otunigs. ttsnslnia.lon, tran*Sormstio,t. and itsUma$io. utchccrtcaf energy:

* I lianulacturt of slactrica.t squipmsnt: Include. easels used In lb. produetioet at niob
machinery as electric lest end dIstributing .iuspmant. .lsctulcai Iodustslai ap-
pstatua, bonsebold eppilencae. electric lighting end wiring equipment; electronic
compooieaa end ace_tries, phonograph records, storag, batteries agid IgnItion
eyttems 

* 2 Manu51ctu,e of slectronlc products: Includes s_is used in the production of eleo-
(conIc detaruon. guidance, control, radiation , computation, test and navigation
milulpualat said the cumpoutents thereof. Does nut includ. the easels of menu.
(artursfl.s,geg.d only in the purchase and ae.embly of coIsposieoIe ~~ . 5

37. 0 Mhuuufactus, of t rauapsurtaUoit equlpmsnt: Include. s_is ussd In (Ii. lwodusclioll of
niob m achinery .5 vehicle. said equipment for the Ue.sporteilun of ps_asses
anti easy.:

31. I Maasulecttas of motor vehicles end pagis: Include. s_Is used la the pa’sducbos of
eutounotsle.. trucks. trailer,, buses end theIr component pens _~~~. 12

37.2 klansilactuns of eeroepese p’,ducts; lncludas easels used lii lbs ptsduetkn .5.1:-
craft, spenectait , rockets, un_tias sgsd their oocepcaeot parts.... . - .._ ._ a $

37.3 Ship end boat building Include. s_ta used in lb. mansslactw, said repair of shipe
end boats, but seclude. dry ,tocla ~. ..

$7. I Menusictuss of railroad t rsiispoltatIou equipment: Includes easels used In the
bessldhuis end rebulidusug ,it raIlroad Ioaouiutl,e., railroad can, and strict rai lway
easa - 

* 0 Man.(cciur• of prnleedoeiai. ,cIsastlflc. end controllIng lr,atrumsnta; pbotograpbio
and unclad goodl ascot,.. said ciucit : Include. meets uiasit in cbs itsesislaclur. of
mechanical owislclng, eflgine.nns, (sburat,’ry and scientlaic r~~ar,rvh taistrolments;
optical Inetusassnu end lenses. inrgical, medical said dental lusattuzaients. equip.
sent said nipplies ophthalmic suede, photographic equipment sad euppllse, slid
watch., and clucks -s (2

34.0 Manuitectura of products riot elaswbsr, c lssmaiaui; Include. owus used In the peoduo-
tho, of jeastry; musical Instruments; toil and apurthmug goods, pans. pen~ils, olOoe
end art nipple.. Also Inclushe assets used In produciloss of m otion pSrttu. said
televisi on tu rns seaS tapes; at weal. reducuule phiasms, sad b Ib. glumniug of .iottoo.., 12

44.0 Railroad traaiapsanauuu, Includes lbs s_t5 id.nUIlsd below and which sI, stead
III the conumeleia( amid contract carryiug of ps_ogecs end freIght by rell Ii.
elude. say ,sosdsprsclsbl. s_Is luclusled to lniantssa Counwsne t~~~~~’~~g-
awounts anus_sled toe this gl~~ - -

* I Rsilrced useehiaiery anti equipmsusut . IS
Include. masos d owSed in the following Infamies. Comrneeoa C”-..’ -’ . -1

scoannur ’Road ascetsahe:
(IS) Olshlos and odlc. beshldings ibslsbt IseodUsig nundulnery end equipment “

systems
i ll) siguife end lntsrluclsm5
37i Rowlway macblow

*441 Sbmap E~~~iaau7
£uilup.esm owoanmi ,~, —

~321 Lose..U,ea
u53) ’Ptelskt traia oe,s ,_~($4) Pe.eiuge,t,asn case
lii ) Ulghwsy revesue eqei at
(57) Work equs~~~~ i

* S *511,0.5 enneturas and acauller liuipr.vomenfs .. 
Include. ~~~s umleished I, tie teliowtsg lnmesamaes Counasrcs C——’—- gaaS

scect.5Ia: i
(5) Bfl ~~~~~ , treelie, and celvecos
(7) Llavatad shruosirs
uS )  Fences, snowibsute. aad Uius
IS) Smilsa end s e e  btulhiU~~ ~ae~~~se end om~~ opesaduig eheasmie. ceuly) : —

(11) R~edw,y tnilidl ~~~ -‘
(II) Wa~~~st~~ s~~h O )  FOal sIamese ‘-1
(10 3bsps and irginsheusas
iso Power ~~~~~~~~~~ spa~~~~(3$ Ut—n.— snuccams - .

~~) Ptublie lmpro,aments cs.,asucuoa t~*1 Ralboadwharre.snd dsobe i_,,, .. ._ .. .~~ .____ ‘-‘

~4) Wbsrvesee4 docks .- -(IS) Coal end or. whe.,.
*5 RaIlroad paweepleag -—— eq.I~~~~u
*05 ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ -N~cheer._....... ~~~~.. __ . —.. ...~~~~~
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be, ~esdrhe. eMcee. cued prosade—* .au.tIussed

Aaae- t gtside~lies. c~~~ Ih’e.eIptMuai iii he isuc lu.led lIne pwS.4

$4.11 Sloan. - . U
Sleeauv. cc~upetae.d sul. end ,*Iis, powerplani smltupusiestl . U

41. 5 Mut e. trsaieport -js_aagpr. lmu’hudee s_is uiesd Ii. this erie. saud buutenszbee
.~u.u,,nervisl oa,,I , ciii... I ~aas sing of I~~~~s.Seg* by rued, .acept the Ira,sspeltssles

4 e.eeI s.eu’Itaiisal is, ,‘Iow as lucy, - -  5
4.(. 0 Mualia, teanatsas i - hi -is lam h,wlt,d owls neal Iui lbs ,uo.usaeet’ial end osetlract

cerryli.j of l.,-Igii t I.y r,aesf, ruropt III , troaupuct.guuae s_us Iutriuuled Iis c1 04.2
Ou.c,. S

44 0 *sa,., i,cic,ic.c I..li...m l g.’l,u.Ic. ea~ e tsai,l lie t Ile r,.asusns.-i’IsI saul ouusltract carrying
ci ln-,eI,t ..o’I u ’ai’— ug, s~ Up w~ic’a .‘v.cpt thus traa.aleultsuusu ea,ts a.aeludsd U. cI~~ . IS

‘ 44.0 AIr u r.smnpuet I,., busies s_mo uas,5 in the .suanusie,vlai saud imusttre.t umylsag of pat.
,eirr, .u,id ls ,.ieI,t lip sir .  S

* U l’lpsII,.o tr ain tu ct olhci l,uu hu.lys owls used I a (Ii. private . cornmerolal, soul con’
Itec t .ai~~Is.l of ja,Ir,ileteuu,. p.s. said other peoaltn ’ts Iry iaeafla sit pipee and run’
vepua,. tin. ti.auu k ll ,we and related eleregs feclllu es of integrated tieuclssuis said
slalursi ces Iseaulami-ern see Isur ludu,ul lii 11,1, e lse. ‘ 

05 0 t.’usa,,uusn i ,sde. ,au ts g .l.$.tre s_Is ,iai,,I i i ,  the ft a r ,ml sh Iuug ol ~uemlsuh tu’puis.t ,onunun)ra’
tug., ucvsci’ s l.y WIle U. redlo. wIsc IIiu’r i,,tsnded to I,. isosuvad Swelly or viasasihy;
end ,adlua l...cok-oiesiiig .inI Ieb e~ S~biiit

44. I r.l,pl,e.,. I,,,-i,au iae time serts i,ie,it llhel I,.bow saud w hIch are used in (It.. pmovIslcei
of cul uss ,isec lal saud ,i, .tasct t,,k’IOvu,a,se farvire..

14.11 t.’.ntuei oItbcc Utsildings Ipe.-i..l I.uhil,Oee ,tn a,,urro iu,ten,led to tuo uus
ee.a uai ,,ilice ,‘utusluisr, t ~n,l wh i c h  cm. c boaca iha) hi. Federal Coamu, unicaluee ie
t ’ onaafl soUIO ,t A,.oui(t Ysbo ~l  4$

44. if 0. e,utrel olitce e.iuhil.luient Iiirlumk’t .-t,,lral c.ill ,e uteltrhlng said ulst.ut equip.
insi st c hassalurvi In Ftdrr s l t ’ouiu,,.uh,icii Uona oustuu.l~ boa, Auxuuuut Nut. 211 IS

45 II Station eah uel isue nt - Inebuilee o uch ,tsuus, apt sa at us end oonuu.cuu,,s as tel.’
typewrIters. tele~ihoaues, buothis, end prIvate eachsn~es 55 are eleasllled iii
kederal t ’ouuumula.lcstioiie t’ouuunomioau Acr oua .t N.e. .31. 232, amid 314 to

4$, IS Di,msi but ,o i, tulaa.t Include. eurli s_Is as pole hoe., cable aerial airs and
ustdstg,uunsd rcaidialts as arc .‘Isaeilleul baa Fed.eal co,nmun Lsti osis Carnal.’
siam Acu,00nt Nc.. (II 42.I, .‘42.3, 242.5, 343.4 . .41, said ‘44 IS

44. 2 Radio said trIevislnii l.toe&aew.g 6
ISO Nhs. mruc . gee, om it sanitary serv ices ;
45. I FlocIrlum ut ill ti ra ; hue.buul.e assets useil Iii (ho peu.IuuUou,. trauunilaaiout saud .115’

Irlbution ol m’lua,triuhy lee osle, leuo ludhig rrleted Isani t lnprovOsias uts,’ eatS
Ide,it lhi. ut so:

* Ii hly u lrs ulk production plant: luicl udcs dsiu ,s , tlussie..Os,usls auId Wate rw eys. A lso
inclu des id •5h51ai55 said oIlier ilitect,ai con,t ,uatbon m gI,... used to operate
sustllsry facilIt ies tOe Iced s hevl s is purismass of In case UI elnergenclus. as

45,13 Nuclear peuml uctlc n plead: Includes .t en gInes sas.l athee luiterna l combust ion
easgln seed to operate euzulisry l clhltlas foe Iced sha,t iug purposes or Iso.. ,
of suueiyenclee 

* IS Steam production plant: hsichud es let eAglet.. end othe r tnhernal eostboeiiou
.uuglues used to opseems eusuller y facIlities Sue Iced shavin g puarpcass or In cow
of emergencies IS

IS IS Trsausnuledo,a said dIstributIon feel Ilt Ire 05

* 2 tie. utIUII.e. lorlud . assess used In ths prouhlud lon , transmiadon, asiul dlacu’Ibutlon
of natur al saud masiulsctur.d gas fur v.1., luebudi ng related land Improve.
manIa I end Id,a.tttl.uh as:

44.21 Dtstgi busUcn tarIllU~~: IncludIng tas water Meter. said gas ‘oei,emicu equip.
went Installed by utility u.s custoluecs’ premises on a rental bows ,... . 33

* 21 Manmsfacturvii gas pesuduetbosu t’Iuiiut 30
* U Natural gas production plaatt IS

* IS l’ riu.k pipebit., said rebated 510mg. holUtles 33
dl Water utilitIes: huaclude, s_ta used its time gatimerlug, crestesent, and cuinruee’cial

.llslgibutioa ui waler 
* S Central steam pnsduOUon sod .tI,crtbuUon: Include. s_Ia tused In the productioo

and distnbultlun of steam fur ode U
*0 Wbokssl, said ret.iI trade: Includes s_ms omit In carryIng out the activities of

pserbasisag, easeniblsuig, storing, via,Usmg, grading, saud sebUsig of gooule at both the
whoiwsie amid reI~lI level. A lso miurludes s_ma used In such .amtivlUes as (be epers’
usa of restaurants, cab., cuinupereted dispeustuug machine., saul In brokariga of
ecap metal to

IS 5 ServIces: tuchsdps s_Is used in the pfovulon it penonal services such as those
otlegad by beSets end motels, laundry said dry ebesdng astsbusbmenfa, beenty
and barb., shops. photsisrapluo studios and mortuaries. Includes easels used In
the prevIlleS ci prabenonsi services such as those oSend b~ .iocto~~. dentists,
lag-puce, aeroiIDtsIstS. arcbitec ls. eiugtne.,I. and ,etsnnsalasus. Include. assets (used
lii (be provision of r,palr and mslum.nance services, Include. .qwpmeust or heitlues
lassO by oesetei’y urganluclutia. l.a. egencie,, talacype wire seed..., plumbing
oensmot ega, f,oe.n food lockers, re.ssrob leboiaieqte. , hotels, and motels (sicequt
odes histuitu. and llittue.I 5515 Rseresglos sod alsusement: Include. owate used In the puudeIon UI LIsocusenI or - - —
eataflalnniset sentces on peyment of a les or admidon chug., as In lbs operutlous ‘

P .1 bawlIn g eli.,. , biUhssit and pool e.habllshmenls, tbeeleee, osn.e,t hell., amuse.
meat pus., end anlnIa$usre golf coon.,. I)oes v.4 Include much s_Os wI,i.b condel
pulussetly of sparlsilasul land Iwprsvam.nma or sonc tson , nick as golf ocuws , - :
sporOs bsehe, rscsdfaeka, uhf slopes, or buildings which hew. b.whs,g alleys ho - :

i Inehedes salt papeity whic h a “sUgIbI. property” as dedned In ascuout l.Ie?(a)-II(b)(2) ci the Inco~~ Tea 
C ;  -

~~~~~Ilese.~~~~as ce.isIneysolsl.ouePoae structures said .mechaun research end Marege helilues thul not e b4$Idluug .4
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APPENDIX B: SECOND EXPOSURE D~~ FT 

~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ ~~~~~~~~~~~~~~~~ ~~~~~~~~~~~~~~~~~~~ - . -.. I
OF COST ACCOUNTING STANDARD NO. 409

once with comparable assets In edtVtO%*r 
_____

service. The Board has ther ef ore modified within periods should be a reasonable
its p poesl In order to place the primary measure of the expiration of servIce 90-

ones on records of the see of wets ~~~~~ ~f ~~ ~~~~~ assets subject to
at the tim. of disposal or withdr awal depreciation. Adherence to this Stand-
from active service. ‘~‘h~ ~~~~~ ~~~~~~~~~~~~~ 

tird should provide a systematic and
that such records are not now In exist- rational flow of the caste of tangible

THURSDAY, OCTOBER 3, 1974 Once for all contractor,. The basic data Capital WetS to benefited cost objecti ves
tress w hich ~~~ 

over the expected service lives of the
WASHINGTON, D.C. pared, however. are generally available , assets.

Tb. Board ha. determined that a reason- b This Standard does not cover non-
able worhing period should be provided w*stlr.g assets or natural resources

VoIum 3 9U  Number 193 in which contractor, can prepare the ap- which are subject to depletion.
propriate analytical records. 5 409.30 DeflniiIo.we.

The proposal being published tOdaY In~’ (a) The following definitions of termschates a number of other m o o ~stlons w hich are prominent in this Standardin the June 11 versIon. The Board now are reprinted from Part 400 of this chap-psclally solicits comments on It. pro.. ler for convenience. Other terms whichposal respecting the documentation ~ are used In this Standard and are dc’expected service lives. Interested 9011005 fined In Part 400 of this chapter haveshould submit written data and views the meanings ascribed to them In thatconcerning he proposed Cost Account- part unless the text demand. a dilferenttag Standard to the Coat ACCOUntIng defini tion or the defi nition Is modified InStandard. Board. 441 0 Street NW., p ’ ag~~ph 5b of this section:Washington, D.C. 20545. ‘ (1) Residual value. The proceeds (lessTo be given consideratioc by the Board removal and disposal costs. If any)
In It~ determinat ion relative to final Pro- realised upon disposition of a tangiblemitIgation of the Cost Accounting Stand-. capital asset. It usually is measured byaid covsred by this notice, written ~~b” the net proceeds from the sale or othermissions must be made to arrive no later disposition of the asset, or its fair valu*than November 4, 19’14. it tue asset is traded In on another wet.

Noys: All writban eubuntulons reads pasi- The estimated residual value is a cur-
seaM to thes tIolIon will be med. utyshla bIe rent forecast of the residual value.
for publIc inspection at lbs Board’s odcs dur- 12) ServIce tUe. The period of useful-mg regular bual ns hours, ness of a tangible capital asset (or

P9OPOSIO lUtES _ _ _ _ _It is proposed to add Part 409 to read ~~‘OUP of sui ts) to Its current owner.
as follows: The period may be expressed In units of

time or output. The estimated service
,~~ ~~~ 5~~~llC.bUI47. life of a tangible capital asset (or group

~~~~ ~~~ 
of wets) is a current forecast of its

400.30 ocanitt otus . service life and Is the period over which
COST ACCOUNTiNG STANDARDS see so Pund.mentai reqasuenent. depiectation cost Is to be amigned.

BOARD 405 5. ‘r,ci.niqu.. toe applIcation. 3) Tangible capital asset. An wet
405.00 muMratlons. that has physical substance, more than(4 CF# Part 409] 400.70 isemupuons. minimal value, and Is expected to be held

~ .rwEGIATlON Of TANGISU ~~~~~~ 
400 50 IBtsCtII dM5. by an enterprise for continued use or

Au’rseogyrv: 54 Stel. 751, Ban . 100 (50 u.s.c. possession beyond the current account-
_______ 

App. h iS). Ing period for the services It yields.
_ _ _ _ _ _  

$ 109.10 Ceserel sppllrsl.llhy. b) The following modifications of def-
Notici is hereby given of a proposed initlons set forth In Part 400 of this

Cost Accounting Standard on the ~~py~~ 
This Standard shall be used by defense chapter are applicable to this Standard :

ciation of Tangible Capital Assets, being contractors and subcontractors under None.
cons idered by the Cost Aecoucting Federal contracts entered Into at tar the
Standard. Board for promulgation t~, ~~~~

, e~ecUve date hereof and by all relevant 5 409.40 Fuueelanw’ns.I qanresueeset.

plement further the requirement of see- Federal agencies in estimating. accumu- (a) The depreciable cost of a tang ible
tion 719 of the Defense Production Act sting, sad reporting costs In connection capital asset tor group of assets) shall
of 1950. as amended. Public Law 91-371. with the pricing, administration, end be assigned to coat accounting period. In
50 U.S.C. App. 2165. When promulgated, settlement of all negotiated prime con- accordance with the following criteria:
the Standard will be used by all relevant tract and subcontract national defense II) The depreciable cast of a tangibl e
Federal agencies and ~atioit~i dSI50SS procurements with the United States In capital asset shall be Its capltallsed cost
contractors and s c ’ a c t o r s ,  excem of $100,000, other than contracts lees its estimated residual value.

A related proposal was published by the or,ubcontricts where the mice nagotiat- *2) The estimated service lIfe of a
Board on June II. 1974 (39 FR ~~~~~~ ed Is based on (a) established catalog or tangible capital asset b r  group of sm-
Atter reviewing the more than 100 re- market prices of commerci al Items sold sets) shall be used to determine the cost
sponiss to that publication, the Board in substantial quantities to the general accounting periods to which the depreci-
has revised the proposal The Board takes public, or ib) prices set by law or reguls- able coat will be assigned.
tuis opoortunity to exprme its ppr,~ e- lIen. 13) The method of depreciation se
lIon for the helpful suggestions and cr11- , ~~~~ ~~~, 

lected for assigning the depreciable coat
Icions which have been furnished, of a tangible capital suit (or group of

The proposal published on Juiie 11 ~~ The purpose of this Stabdard Ii to wets) to the cost accounting perioo~
relied In part on asset guideline ciw is’,~~ 

provide criteria and guidance for as- representing ti estimated service life
miablished by he Treasury Department, aigi ing costs of tangible capital assets shall reflect the expected consumption

to cost accounting periods and for al- of services In each cost accountingThe Board, after carefully considering all lomti ng such costs to cost objectives Period.
the relevant tomes and the advice It has witbm such period. in an objective and 41 The gain or loss wh ich Is remg-
resolved, has determined that asset serv- consistent manner. The S(aiidatd 15 nlsed upon disposition of a tangible
las lives for contract costing purposes based an the concept that depreciation capital asset shall be assigned to the cost
shcsld be developed cm the basis of the cads identified with cost accountine P.- ~~~~~~~~ period In which the disposi-
cemtsuctor’s own actual previous expeyl- nod. and benefiting cost objectives tion occurs.
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PROPOSED RULES

(b) The annual depreciation cost of a Id) Tang ible capital ssscts may be (f 1 The co tracting parties may agree
tangible capital asset or group of as- acoounted for by treating each Individ.. 

~~. the estimated servIce llf• of Individual
sets) shall be allocated to cost objective. ual asset as an accounting UnIt, or by tangible capItal assets where the special
toe which It provides service In accord- combining two or more assets as a single purpose for wh ich the equipment was
and with the following criteria: accounting unit , provided such treat- acquired or other special circumstance.

U) DeprecIation cost may be charged ment is consistently applied over the warrent a shorter estimated service life
directly to cost objectives only if such service Life of the asset or group of than the life determined in accordance
charges are made on the basis of usage assets, with paragraph (d) of this section.
and only If depreciation costa of all like be) ~~timated service lIves Initially (g) ( i)  The method of depreciation
assets used for similar purposes are e-tabllahed for tangible capital Marts used for financial accounting purposes
charged in the same manner. to n groups of assets) shall be reasonable shall be used for contract costing unless

(2) Where tangible capital assets are . approximatIons of their expected actual i such method does not reasonably it-
part of . or function as, an organizational periods of usefulness, considering the fleet the expected conswnption of serv-
unit whose costs are charged to other factors mentioned In paia~raph ‘a) of Ices for the tangible capital asset (or
cost objectives based on a ilsessur. of the this section. group of assets) to which applied, or (II)
services provided by the organIzational 1) The expected .ctual periods of the method Is unacceptable for Federal
unit, the depreciation cost of such assets uCefuthees shall be those perIods whI ch Income tax purposes. U the contractor’sshall be Included as part of 11w coat of are supported by records of either past method of depreciation used for tinan-
the organizational smit. retirement or withdrawal from active use clal accounting purposes does not ret-

(3) DeprecIation costa which are not and retention for standby or IncIdental sonably reflect the expected consumption
allocated In accordance with paragraph use) for like assets (01’ groups of assets) Øf services or Is unacceptable for Ped-
(b) (I) or (2) of this sect ion sha ll be used In similar circumstances appro . eral Income tax purposes, he shall estab-
Included in appropriate Indirect cost prlateiy modified for specifically Iden- flab a method of depreciation for contract
pools. tilled factors expected to Infl uence f U- costing which meets these criteria, In

(4 )  The gaIn or loss which Is recog- tw’e lives. The factors wh ich can be used acco rdance with paragraph (I (3) of
nized upon disposition of a tangible to modify past experience include : this section.
capital asset, where material in amount, U) Changes In expected physical use~ (2) Af ter the date of InItial appllca-
shall be allocated in the same manner as I ulnesa from that whIch has been experi. bility of this Standard, selection of mete-
the depreciation cost of the asset has .~nced such as changes In the quantity ode of deprec iatIon for newly acquired
been or would have been allocated for the aid quality of expected out put tang ible capital assets, which are diff er-
cost accounting period In which the dis- 1111 Changes In expected economic ent than the methods currently being
position occurs. Where such gain or b e .  usef uIne~s, such as chan ges In expected used for like assets in sim ilar ctrcum-
Is not material, the sd lustme nl may be technical cr economic obsolescence of stances, shall be supported by proj ections
Included in an appropria te Indirect cost the asset ~r group of assetsl , or of the of the expected consumption of services
pool, product or service prod uced. of those assets (or groups of Issets ) to

(2 ) Supporting record’ shaLl be mom - whIch the dlfferer.t methods of deprecla-.§ I0~.50 Terhniq,ies fo r applk’a,imi . ta m ed whi ’h are adequate to show the tion shall apply. Support In accordancea) Determination of the appropriate age at withdrawa l from acti ve use and with paragraph (g ) (3) of this section
depreciation charges Involves estimates retention for standby nr incidental use ) shall be based on the expected consump-both of service life and of the likely con- or at . retirement for a representative lion of services of either Indiv idual as-sumption of servic es in the respective sample of su~’h assets for each significant sets or any reasonable grouping of assetscost accounting periods Included In such category. Wheth er assets are accounted as long as the basis selected for group inglife. Many of the same factors are to be for individually or by groups, the ba~is assets is consistently used.considered In selecting service life esti. for ert lmatl ng service life shall be pred- 3) The expected consumption of assetmate. and In selecti ng depredation Icated on supporting records for either services over the estimated service lifemethods. Posh physical and economic indivi dual asset .s or any reasonable of a tangIble capital asset to n group offactors should be consIdered. The follow- yroupln( of assets as long as that basis asseisi is influen ced by the factors men-ni are the factors which may be taken is consistently used. Th~ burden shall h oned In paragraph (a) of th is sectioninto account: quantity and quality of be on the contractor to Justify estimated which effec t either potential activity orexpected output, and the timing thereof; service lives which are shorter than such potential outpu t of tee asset (or groupcosts of repair and maintenance, and the experienced lives, of assets) . Thea, factors may be mess-timing thereof; potential standby use- 131 The records required In paragraph ured by the expected activity or the cx-fu lnese; and technical or economic obeo- (d) ‘1) and 3) of this sectIon, If not peeted physical output of the assets, aslescence of the asset or group of assets ) , available on t he date when the itSlWit for example: hours of operation , numberor of the produc t or service It Is involved ments of this Standard must first be 101- of operatIons performed, number atin producing. lowed by a con tractor. shall be develo ped units p~~~uced. or number of miles(b) Depreciation of a tangible capital and be avail able fo llowin g the second traveled. An accepta ble surro gate toeasset shall begin when the asset and any ~ij~~~~ year after that date and thereafter expected activit y or output might be aothers on which Its effective use depends as a basis for subsequent estimates of monetary measure of that activity orare readi for use In a normal or accept- service liv es. EstimatEd service lives used output such as estimated labor dollars,able fashion. However, where partial for financial ~ccountiflj purposes If not tota l coat Incurred or total revenues gen-utilization of a tangible capital asset is unreasonabl e under the criteria specified crated by use of tangible capital assetsIdentified with a specific operation, do- In Id)U) of this section. shall be used to the extent that such monetary mass-pred ation shall commence on any P~~ untIl adequate supporting records are urea can reasonably be related to thetlon of the asset which Is substantially available, usage of xpeelflc tangible capital assetscompleted end used for that operatIon. (4) ~~~~~ service lives for, tangIble ‘or groups of Macis ) . In the absence ofDepreciable spare parts which ~f5 To- captial assets for which the contractor reliable data for the messwemen$ orquired for the operation of a tangible has no prior experience for similar as- estImatIon of the consumption of assetcapital asset shall be accounted for over sets shall be established based on a pro- scrvlces by the techniques mentioned, thethe service life of the omet, jection of the expected actual period of expected consumptIon of services may(ci A consistent policy shall be fol” usefulness, but shall not be less than be represented by the passage of time.lowed in determining the depreciable asset guidelIne perIods established for The appropriate method of depreciation
cost to be assigned to the beginning and asset guideline classes under the Rev- should be selected as follows:
ending cost scco~~ting periods of asset enue Procedure 72-10 published by the U) An accelerated method of deprecla-

Internal Revenue Service , and any addi- lion Is appropriate where the expecteduse. The policy may provid• for any 
~~~~~~ supplements or revis lops thereto, consumption of asset services is sl inifi-reasonsbie starting and endlng datss in whlch aze ineffect as of the flrst day of cantly greater In early years of assetcomputing the first and last year do- tile cost accounting period In which the life.preclabi. cost, assets are acquired.
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PUOPOSID itULIS
bassd no houf~ of operatIon. OonI,~ctsf uit(U) The straight lb. method of do- (4) Oalns and buss on disposition of thssg d.pesctatlon cuss dtrscUy on a unit of

peselatios Is appropriate whets lbs as- tengibte capital wets transferred In tt~~e ~.j ts p~ovldsd It. U555 an 5,1,55 ’ de-
peeled ccusaipdoss of wet smiloss Is other than an arms-length transaction pr,cIaUoc cbsI~s to, afl Ilk. mulLog ma-
r,ss~~ .hIy bevel over the service UI. of and subsequently dl.1,osed of wIthin 12 ehioss In the essahins shop and CIt$1T~~
the asdet or SToop of mute), mouths from the date of transfer sh~~ 

dapteciadon en, all Ilk . m Illing esacbtnls
(hi Thi estiMated service Life and be wigned to the transferor. 4I~~CtI7 to ScSI cusS obj.etlses.

method of depreciation to be used for an (1) Where. In accordance with Section ~~~ 
A 000IP%CtOr 504)111115. and oapltallui

original complement of low-cast equip- 405.40th) (1) , Ui. depreciation costs of Sn as.s t sceountablllty unit , a new Laths.
‘Tb. estim ated rv it’l Hf. I. ten years fOr ta.msnt shall be based on the expected con- like tangible capItal assets used for ailni- laths. I .  ~~~~~~~~~~ and mp taftui assumptiost ~t services over the expected bar purposes are directly charged to cost Or15Utal coosnlem. nt of low -cost .qulpmnSnt

useful UI. of the complement ma a whole objective, on th. basis of usage, average T~latmd to hI IsthI . a coIlacU on of tool
and shall not be based on thu Individual chargiag rate uhafl be established for hold .,,, ohOck ~ lndsitn ~ h.,.ds. WTIIWhS5.
Items which form the complement. such wets, Any variances between total satd SIts Uke ft.plsc.m.nts of th . Item .

Ii) Setimated residual values shall be depreciation cost charged to cost objec- WIll be mad, us n.sd.d and a,. s psctsd is
determined for all tangible capital assets Uses and total deprecIatIon cost for the be sipesmsd as acquired. ‘Tb. compilmInt

tot group. of asset.). Poe tangible per- cost accounting period shall be accounted should be d.pmIIsWd eel? an .sumatsd
ler~lcI lit, of t~~ years.sonal property, only estimated residual for l.a accordance with the contractor’s

_____  
(dl A Oont11ctOr acquIres a teat facIlity

values which .xcesC~ ten percent of the established practice for handling such wflhi so estimated phymtk’ai ifs of ton yesms.
capIl~”ed cost of the asset (Ot wuup Variances. is ~s ussd on contracts for a new program.
wets) need be used In tabll.hh g do- (

~~
) Practices for determining depre- ml tim faculty was acquired for 05 million.

preciable costs. Whey. the declining bal- clatton methods, esti mated service lIves it I. .*peeted that till program will be ones-
ance method of depreciation or the cia. and estimated residual values need not pllted In .15 71515 and hi teat facility as-
Ut. asset depreciation range systom is be changed for wets acquired prior to qs~ ’.d edit not be requlrud for nth.r produCts

used thc residual value need not be d -  compliance with this Standard If other- of Usi contractor Althoug h Sb. faculty wil l
last ten years the eonti~ ctlng portill may

duct.d from capltailsud cost to deter- wise acceptable under aPplicable pro- 
~~~ 

In ~~~~~~~ ~ dPV15~
I5Lo the equipment

mine depreciable costs. No depreciation curement regulations. However, any such a,,, ste
cost shall be charged which would sig- changes must conform to the criteria es- (.~ 

Contractor acquire. a building by do-
nificantly riducs bach value of a tangible tablished in this Standard and may be natIon from Its local Oove?n nieflt. Th.
capital asset t ar group of a s t s  below effected on a prospective basis to cover buIlding had teen purcils.ed n.w by Sn’.
its residual vsiia, the sgtdepreclat.d bajance of ct~g by oth er comp any and .ub.eq u.ntly acquir ed

J) ~~iimates of service life. eon.. agreement between the contract ing par- by Sb. local On,.rnment. Contrsctor capt.
.wnption of services, and residual value ties pursuant to negotia tion under al tallies tile buildi ng at its fi’l, vain,. ~~nd.t

the Standard the deprec iable cost of heshall be reexamined for tangible capItal (4~ of the Contract Clause set out amuse based on that vam p. If ot.h~rwts e allow-
assets or troupe of assets ) whenever cir- 

~ s ~~~~ of the soarti’s regulatIons (4 abls, may hi acccnmnt.d fn , o’er 15 estI-
cumstancei change significantly. Wber mated per’tc , lif , and allocated to cost oh-
changes ar, made to the estimated rv- CPR 33110) . Jecuves in accordance with the OOfltTS~
Ice life, residual value, or method of do- $ 409 00 f l m r~J~~ , tori cost allocation practices.
predation during the life of a ~~~~~ The followi ng examples are Wustrative fl A contractor has an e.tabllmhed PfSO-

tlee of r gtilar reviewS if service life sstt-capital asset, the maining dei reclable of the provisions of this Standard, mates for signifi cant Individu al amu.ta. Acosts for cost ascoupling purposes shall
be limitud to ho uzid.pr~~~ ted c~et of (a) X. 1’. and S compealis purchase Idea- ms~or Item of equipment whi rl was acquIred

the wets and shall be assigned only to SIsal mWInq mschInes to be ussd for simliar prior to the app licabili ty of tMu Standsrd

the cost accoisuting period In which Ui ~~~~~~~ tndustsy data IndianS.. that for the warn estimated, at Sc1l%i$Itto n. to have a set’-
purpose fo r whic h the machI m will bs ~~~ Sc. lit, of twelve ,ears, ‘Tb. trat ,rh dul’d

change Is made and to subequent •~~: ~~~~ machines should have so esu- ,e,Im of the uervte. ire estimate t*k., place
p05101k, maim servtc. Ut. of 12 yew,, after two years of serv ice, dur ing whI ch tim.

tk) U) Gains and losses on disposition company s estimates senive life for ~~~~~. the atandard has hecome applicable to new
of tangible capital a e t e  shall ~e con- gtbIs capita l ~~~ ts on an ISdIsidusi bests. anot acquIsItions. The 15.15w t’e.ults I, a

sidered as adjustments of depreciati on 115 sipefienCI ~~~~ ~~~~~ lflaChlom Is L a t  well .su pported determlfl*ttofl to shorten the

~~~~~ ~~~~~~~~~ and shall be ~~- ~~~~~ replao.um.ut period Is ~ 
estimated serrirs ~~ t4~ ~ ~~~~ of seven

~~~~ ed to the cost caowttlng period in Undse the ~~~~~~~~ of ~~. 5S.nd.rd . co~ 
years. ‘rile remaInin g annual depreciation

which d~~~sit$ost occurs. The gain os pasty Z shall use the estimated service life of charges based on this particular aWt wi ll

______  
$4 years for the mIlling machine unl.m ~ 

be appropriately increased . This chan g. Ia
for each asset d~posed of Is the difference 

~~~ ~~muestsate cbaog.d cl,veum.taac.e or not a change of practi ce. hut a rotte d li st of
a numer ic est imate The rlquirensent ~t Sun’.between th. fl it amount realised and its new cUnumulancl. to support a diffe rent lion 400 50111 CitWu not apply, and no actlohuidspreelased balance. However. the gain estimate,

to be recognised for contz~ct casting pw.. com pany C sutamales ~~~~~~ ~~. ~~~ 
_~~ to section a) (4 1 tSI of the CAS

clause Is required.poses shall b limited to the difference glin e capital ~~~ ts by 5TOtlptflg ~~~~ts of the

between the original acqubtion - came grn.ral kind and wit h sImIla, service 4 41)0.70 F.sen,ptkea.
the wet and Its un precialed balance ilvss. Accordingly, all mach ine toolS ate aC-

ceunisil for es a isagi . group ThU $11115’ 15 
ThIs Standard shall not apply where

I 2) Gains and b us, on the diurimuon pI..sment lit , to~ whim loots tot com pany compensation for the use of tanglblO
of tanothie capital assets shall not be y ~ II years. In accordance with be provi- capital assets Ii based on us. allowancesTecogn*ssd where: II) A ets an grouped simm of lb. etandard. Company C shall u as provided for by the provisions of Pad-and each gains and Imess ate ~~~~~~~ 

a life of II years for lb. ucquuettion unless It
through the accumulated dep~~cistiom twa support a element estImate for th, entire .l’nl Management Circular 73-i icost
account. (U) the wet is given In as. Principles foe P~ducatlonaI Institutions)
chaiWS Is part of the purchase price of a Casapsity S imimalie service lIt. to, tan- and Federal Management CIrcular 74-4
similar aseet and the gain or loss I In- 5tble capital ~~~ ts by grouping ~~~~to so-

_ _ _ _ _  
meduig to use without e.~~rd ~ ~~~~~~~ 

IPrIneipies for Determining Costs Appli-
eluded In computing the Jipuwelable cast lives. A000edImgt,, all machinery and equip- cable to Orants and Contracts with Stateof the new wet, or (W) the diupu.IUoa muss SI accounted tot as a .ingis group. The and Local Oovernments) .results from an Involuntary conversion sewage r.plsssment It, for machinery and
and the asset Is replaced by a similar equlpesust In Company 5 Is tin years. hi 4 4011,1)0 F.ffcetl,c J.tr ..
asset. Ia lb. last case lbs gain or loss accordance with the proviatens of the Stand-
shall be Included In Ccmput* ig ~~~ 

all. OuiPSSl I .hall i.e an estimated rv- a) The eff ective date of this Cost Ac .
Ice lit , of Sea year, fo, the acquIsition tinlew counting Standard Is I Rseerusd I.preclable cost of the new asset. IS can ...9~.rt a differust estimate for the i b) This Cost Accounting Standard

(3) The contracting patties may agree 05r. poop.
on a treatment of gai~~ and buss ~~s- (bi Company X dust,,, Is charge ~ pq~ria- shall be followed by each contractor fat

tins of the millIng machine dsst rtbed In si sib tangIble capita l assets acquIred on orIng tom ma or sxtra. db.r i dipo- dimtly to lital east ob~.eUves. U.uge of the after the start of ills next fiscal year be-Milling ~~~liLne cea be measured re*dily ginning after the receipt of a contract
to which this Cost Ac oesmt$ng Standard

_ _ _ _ _  Is applicable.meNu ndeSlIS, VOl. ~~~ , NO. I93—I1WSSO AV , OCtOS~~ 3, i’ll
A.,wua &~noseaaew.
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PROMULGATED COST ACCOUNTING STANDARD N O. 409

rules and regulations
This sscIson ci the FEOLRAL RLGISTtR conta ins re uI.tory

J heed ii end coddiid In hi Codi ci Federal Regu lations. silI cA Is pu bUsllsd under 50 tItles pursuant to 44 U.S.C. 1520. 1doCumints hav Ing general spphcsbsllty and legal eRect most of silicA Sri

I The Code of Federal Regul.I.on~ ‘a sold b~ iii. Sup.nai.ndeni of Documents. Pocea of new focu S are 115(14 In Ole list FEDE*Ai.
ROSISTIN Issue of each month.

Title 4—Accounts velo pment of the Standard being pro- which have been made since the June It
CHAPTER fl I—CøST ACCOUNTING mulgaled toda y. A preliminary draft proposaL

STANDARDS SOARD of the Cost Accountin g Standard on Il) Economic Impact of the Standard.
DepreciatIon of TangIble Capital Assets Many of th. comments on the June 11

SUSCHAFTE* 0—COST ACCOIJNTItIS
STANOsaDI was widely dist ributed In March 1973 for and October 3 proposals were concerned

Info rmal comment by Interested parties, with the economic impact of the Stand-PART 400—DEFINITIONS The Board’s further considerat ion of the ard. They cited such concerns as delays
Miscellaneous Amendments Issues related to deprecIat ion has been In cash flow , Impact of Inflation . Incest-

Section 400 14$ ) Is amended by In- significantly enhanced by the responses lives for modernization , and admintetra-
reccived from well over 100 respondents li ve cost of additional recordkeeplng cc-siFting the fo llowIng defi nitions s.Is ha- to that informal propos al. qulrementa.betically. The Boards research into fixed asset The Board’s consid eration of each of

• 400.1 Dehnitiuns. account ing practices included a survey these primary con cerns is dealt with In
(a) • ~ of 107 profit center s selected to be rep- detail In other sections of these prefatory
Residual val ue. The proceeds less ~~ resentatlve of thi diversit y of fi rms to comments. The Board has recognized the

moval and disposal costs. if any, realized which Coat Accounting Standards apply , po tential overall Impact of the Standard
upon disposition of a tangi ble capital Reports on their fixed asset accounting as expressed In the comments receIved
asset. It usually is measured by the net practiCes and statistical Informat~on to t and has endeavored to establish the
proceeds from the sale or other disposi- a five-year period were received and needed guidance on depreciation account-
lion of he asset, or its fair value If the analyzed. The Board was assisted In its ing with as lit tle disruption as possi ble
asset is traded In on another asset. The delibe ratIon by informa tion avaIlable to contractors and current contractual
estimated residual value is a. current from the 1960 Treasury Department Sur- relationships.
forecast of the residual value. vey which provided the data base for the Th~~ Standard provides for a phasIng

‘ Asset Ouldellne LIves” used In Revenue in of requ irements over a period of time
° ~ . S C Procedure 62-21 and data developed in so that the principa l impact of the Stand- pService lilt. The period of usefulness an accounting researc h study performed ard will be a number of years In the

of a tangible capItal asset tor gro up of for the American Institute of Certified future. The Standard applies only to as-
assets) to Ita current owner. The period Publ ic Accountants , sets acquired by a contrac tor after themay be expressed in units of time or A proposed Cost Accounting Standard beginnIng of Its next fiscal year after cc-output. The estimated servIce lIf s ’ of a dealing with deprecia t ion was publi shed ceipt of a CAB covered contract. If thetangible capital suet or group ° as~i~~~ by the Board on June Ii . 1974 39 FR Standard were to become effec tive six
is a current forecast of its service life 20505) After reviewing the responses to months after submission to Congress. ap-.
and Is the period over wh ich depreciation that publIca t ion , the Board revised its plication of any provisions of the Stand-cost is to be assigned, proposal. The revised version was pub- aM to any newly acquired assets would
(N Stat . 705. 550 . 103 ~5O U.S.C. App . 2155) ) lIshed In the Psoessi. RscIsTss for Octo- be delayed more than six months from

AwrH oa SCRoINIIAUr, bet 3. 1914 39 FR 35671) . The Board sup- date of promulgation and fo r most con-
S,recwt he Secretory. plemented both FIDgeAL Rrcrsrza publi- trac to rs at least 12 months.

cat ions by sending copIes of the PIDIRA& The Standard provides for a two-year
~~~ 

D O ~~~ .2l26 PIled i-2s-7L5:46 aml RaGmTII material directl y to organiza- period to develop records on pest experl-
tions and individuals who were expected ence to support estimates of serv ice Ilvet. Ipmi’ ~co—cos’r ~~~~~~~~ 
to be Interested. The Board received al- The ante period could be used to develop
most 200 responses to the June 11 and the any necessary changes in accounting for
October 3 proposals. Comments were fixed uses lives. The two-year period

DeprecIatIon of Tangible Capital Assets received from Individual companies, begins after required compliance with
Ta. Standard cit DeprecIation of Tan.’ Government agencies, professional asso- the Standard, and, therefore, most con-

sibis Capital Assets being published ciations. industry association. public tflctors would have at lusst three years
today I. one of a aerlIs being promul- accounting firms, universities, and Indi- In which to apply th. rscordkeeoing
(Mid by the Cast Accounting Standards viduals. All of these comments have been provisions for newly acquired fixed
Board (CABS) pursuant to sec. 719 of carefully considered by the Board. In assets.
the Defame Production Act of 1960, as addition, the Board Invited representa- For those contractors who use the two-
amended (pub. L. 91-379. so u.s.c. Ap p, lives of Government agencies. profes~ year period to develop new estimated
2196) , which provides (or the develop- slonal accounting and industry assocla. service lives. the effect of the use of those
mont of Cost Accounting Standards to lions, and defense contractors to attend new eslimatis would begin on assets ac-
be used In connection with negotiated Board meetings and discuss theIr views quired in the fourth year after submis-
national defense contracts, on the signIficant issues concerning ds- sion of this Standard to Congress. In the

On February 27. 1973. he Board pro- pred ation practices In Government con- fourth year and the next several years
muigsted a Standard on Capitalization tract costing. The Board takes this thereafter the impact of changes In cash
of Tangible Assets At that tim , th. opportunity to express Its appreciation 110w because of changes in service life
Board described Its work to date in th. for the helpful suggestions and criticisms estimates would be minimal, sinci the
area of lIned easel accounting In- which have been furnished. The corn- difference In cash flow each year Ii the
chiding studies of practices used for meats furnished by organizations and difference between depreciation amounts
bosh capitalization and depreciation, individuals have resulted In many under the old and new eetimatee of sei v-
The rmponses to an iasues paper and changes In the Standard. Ice life f or the newly acquIred assets. The

The comments below summarize the total impact on cash flow of changes Ina questionnaire which were used in major issues discussed by respondents i~ estimates of service lIfe would not occur
the development of the capitalizatIon connection with both preliminary ~ijh~~ . unt il the full cycle of asset replacement
Standard were also useful in the ds- catlons. They explain the major changes is completed. In addition the impact of
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43~~ RULES AND UGULATIONS
the rules on accounting for gain or loss The Board’s research has indicated Revre,entattv.’s of the accounting tim-
would only begin to take place where that the asset lives and depreciatIon feaston poInted out that there Is strong
new siesiz acquired alter compliance methods selected by defens e contractor. economIc mo uvatlc ’n to rhonse rapid de-
w ith the Standard would be sold or under existing regu lation s may result In predation w ri te-o il techni ques where
otherw ise disposed of and such impact an unduly accelerated allocation of de- cost Is the ba~i~ for rrlcinc and re’tm-
wIU be many years In the future. preciatlon to the fi nal cost obj ectIves of bursement . as In the defense contr act ing

It is the Board’s opinion that the im- earlier cost accountIng periods itt th. environment. They say that this same
medist . economic and administratIve life of a tangible capital asset. Con~rac- motivatIon may not ~rplv to external 11-
Impact of the Standard is min imal and Icr representatIves have expressed the nanclal account lrg for the same corn-
wi ll, over tIme, provide for a more ap- view that the choi ’es are ty pically ap. pani.. A ccordin gly, th ey expect that any
propr iate rec ognition of cost accounting propr iate in view of the uncertaIntIes of Coat Accountin g Standa rd which re-
consIderatIons distinct and apart from Government cont ractIn g. These ‘sneer- quired that. In order to use a technique
profit level determinations for defense tainties. however, have not precluded for contr act coet in.. a company must
contr act cost and pricing actions, utilIzation of assets well beyond the thort use t he samf te” hnique for financial ac-(2) Need for a Standard. The account- estimated service Uves based on the IRS COtlfl t tfl hl . miqht create tip incent ive to
Ing profession hu establIshed general guldefln. periods. Other commentators modify fi n” nc is l ac~’oun t1rg practires
princip les to govern depreciation ac- were concerned that any Standard which solel y for the rurpose of obtaini ng an
count ing. These broad principles require would restrict cash flow would adve rsely a~$vanta.re to r’~ntritct p~1ci ng. Recauce
that deprec iation practices be sy.tont- Impact profits. The Board has deter - of rh..e eonsId.n~ttona the Board wo uld
sUe and rational. Accountant. ~~~~~~ mined that a Cost Accoun ting Standard prefer not to b ae  Its criteria r’rimszllv
estt iy urge that the estimates of serv ic, is needed to prov ide more assurance that on practices used for extern al financIal
Urea used for deprecIation should be deprecia tion costs Identified with per- renortinc.
realistic. These broad goals are almost fortn&nce of negotiated defense contrac ts Mos t commentato rs have asserted that
universally agreed upon. are appropriately measured. Considera- the derreciatton methods now in use for

Scat. commentators suggested that tion of risk and cap ita l Investment itt the externa l reportIng plIrPoacS are appro-
the Board should not promulg ate any determination of the adequacy of profit s pil ate method~ for contr act c’natifl q, too.
Standard dealing with depreciation be- 1* a policy question for the procuring The Board belIeves that thIs Is generally
cause the applicable princIp les have been agencies and not a cost accounting trite, and it further recognizes that a re-
well established as a part of generally prob lent, qulrement to change to a particular de-
accepted accountin g principles. These (3) Method of DepredatIon. Many of pred ati on method mIght result in cli-
same commentators s lso urine that pro’- the comments received on depreciation nlCriint co’t to many contractors. In the
curement regulations have snowed con- method center on whether acceler ~tt ed ballet that the rn.th” ds selected as ap-
tractors to rely on depreciatIon practices methods or strslg htll ne methods are prnpr$ate for financIal accounting are
found to be acceptable for other pur- more appropr iate for contract costing usilally Intended to approxima te the ac-
poses; they believe that contr ac t costin g purposes. The Board , however , bel ieves t ual con s umpt io n of services, the Board
should continue to rely entirely upon that no particular method Is necessar1~y has provided for contInuance of those
the depreciatio n practices used for Fed- appro priate for all contract cost a~ met hods wh.re thi s Is * reasonabl e as-
cr5 1 Incom, ta x arid for financial report- counting situations. The Board Is estab- su mpt ion . Therefore. In the October 3
ins purposes pursuant to the current lishing criter ia by which the method or proposal the word “ ressonai’Iy” warn used
procurement regulations. The Board be- methods appropriate In the specific t~ mocufy the requirement that the
lievee, however, that depreciation charges situation can be determined , method of ~ter reeIat t nn reflect the cx-
based ent irely on Income tax and man- Both the June 11 pror’osal and the 

~~~trd consu mntl on of servires; this pro-
dcl reporting practice s do not neces- October 3 revisIon provided that the v is ion Is continued in the Standard be-
ssrtly assure reasonabl e representation method selecte d “shall reflect the cx- Ing promtilersti’d today. In those few
of the costs of the services provided on peeled consum ption of servic es In each cases where exi~t ing methods used for
Government contracts. accounting period:’ This basic goal i~ fi nancial aerotinti ni purposes are obvi -

Various mathematic al formulas have g t’a~~ recognised its appropr iate. ously poor representatives of the cx-
been suggested to represent the typIcal Commentators have raised questions re- pected pattern of consumption, and In
pstterm of consum ption of services over latl ng to the practIcal aspects of corn- any case wh .’n the contr ector proposes to
the lIves of assets . Certain of these meth - pllance with the basIc roal. What kind of change met hods , the choice should be
ods of depreciation have been Incor - evidenc e should be available to su pport S made on the basis of a reason able cx-
porated into the Internal Revenue Code selec tio n of a depreciation method? Itt pectation of the future pattern of con-
as acceptable for Federal income _~~ the absence of authoritatIv e criteria for sum pt ion of servfres In a.’rr’rdanee with
purposes. These same methods have. In selec tion , cont ractor s have had no need the criter ia provided In this Standard.
general, been accepted as systemati c and to support thei r choices , nor have they It has been werted that some assets
ratIonal and therefore within the sco pe accumulated much cx nertence in collect- purchased for Government contract pur-
of generally accepted acc oun tIng pita- log evidence relevan t to the c’ons~impt Ion poses are used on an Intermittent bests
cipl es . The Board finds that there has of services. Thus a requirement (or su ,- with periods of u s e  and periods of non- “ 4
been a range of choice as to depreciation port of accel erated methods is seen by use followin g one another in & Pattern ~methods available for contract castin g, some as a prohibition of the use of such that fit s nrith—r the elssuth ’al acceleratedmethods. However , the proposals medo nor str aig ht-lin e m ’d.Is and that doeswithout adequate criteria for the choIces no distinction between an accelerated not conf o~~ with the active-standbymade method or the stra ight-lIn e method of dichot omy . “The pattern cut cons umPtIonThe Treasury Department and 

~~~
— dep~~~Iatlo n in determI nIng the quantit y of services” for ‘uc’h an asset is dlf fl ” ulttsvnal Revenue Servtce have established and quality of supporting evlde’rce. The 

~ det~~mln~ eith er prospect ivel , or hIs-guidelines for determ ination of estimated Board’ s pr000sa4s lnct ud~d descr ipt ions tort ’s li v and is not necessarily dependentperiods of useful service. These guideline of the techniques which should be used so i” lv on use• periods are saki to be based on observed to determIne appro pr iate methods for In circumstances such as the for ego-Industry experience, but lives shorter depreciat ion. The Board recogsui?ed the Ing . It is not the Intent of the Board tothan the averages experienced were es difficulty which might be experienced by Introduce uncert ainty Into contract ne-tabllshed so that most companIes would contr actors attem pting to demon strate 
~~~~ ~~f l and uce t ti ~me’nt hr encour agingexperienc , longer actual asset utlilsa tion

peri ods than lb. permitted tax llvee. .~~~~~~ . the appropriateness of their choice s . The cha llenge of ~nntnt”t~ rq ’ depr eciation
accounting lives for an Industry are Board’s proposals Included. therefo re, method s. If t he method selected ii a lso ‘

therefore , not good representations of the provision that the method of de- used fo r est ero al fin anc Ial reporting and
expected actual asset util izatIon perIods pred ation used for fi nancIal accounting Is acceptable fo r income ta x purposes.
for many individual contractors within purposes should generally be acceptable the Board’ s ex pecta tIon is that It ~ IU be
that Industry, for contract cost ing. accepted.
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IULES AND REGULATIONS

(4) Bervtce Urea. Depreciation is to be analyses to support a large portion of the come or expense from one year to another
charged durin g the period of estImated dollar amounts Invo lved may allow rea- generally do not have a signIficant effect
useful ness of a tangible capItal asset. sonable eatImates In many cases with a on total tax paid over a period of tim e,
Oonse comment ators hav e expressed con- relatively small sample. The Board cx - However , similar ihifti of cost from one
cern test the Board not give appropriate pec ts that contractors will develop suf- year to another could have a decided
recognitIon to the importance of possible ficlent data to support the lives used and Impact on the costa chargea ble to the
obsolescence In est imating the period of that procure ment agencies wIll enforce Ooveryunenl on contracts wIth It,
usefulness. The Board recognizes that for this requ irement in a reasonable manner . The Board has considered very sect -
many contractors the lIkelihood of obso.. Several commentators criticiz ed the ously the Issues which are related to Its
ls.csnce is an important factor In eat!- October 3 proposal on the basis that It dec1sio~ not to rely solely or neceesajily
mati ng the period of usefulness , and has would engender disagreements about the on I.R.S. regulations with respect to
so provided In the Standard , impact of the physical and economic fac- depreciat ion. Early version. of this

The June II prop osal provided that m r s  recognised as appropriate to con- 8tandard placed some reliance on I.R 8.
estimated ser vice lives used for financia l skier In relating actual past experIence to regulations. However , spokesmen for con-
acco unting, where such lIves reasonab ly expected future usefulness. The Board. in tractors crt lIclz.d the speclflc technIques
represented expected usefulness, were to effec t, places a burden Of proof on th e used , Including the dlmculty of using
be used for contrac t costing. However , contractor w ho proposes that expected lives shorter than those permitted by
several commentators expressed concern chan ges in physical anti economic facto rs I R.8 , whi te representative , of the no-
thai the requirement to use financial ~~~~_ should be used to Jus tify any specIfic ic- countin g profession tended to encourage
counting lives would contInue to inf lu- duCtion in estimate from that supp orted less relianc, on I RB. In any was’. The
ence th. motivation of some financial re- by hi* records, Standard now being promulgated con-
porting entitie , to select for financi al ac- The Board recognizes that many con- Unue~ to make lim ited use of I.R.S.

countI ng purposes tho se practices which trac tors would still be concerne d not only regulations for est imatin g service lives
would be mast advant ageous for other about the concept of developing service where more pertinent informatIon is not
purposes . The Board’ s research showed life es t imates from records of actu al use available.
tl%atdef ense co ntr sctor z ott en used minl- but also about the risk of disag reement s uo Beginning and Ending Periods .
muss lives permitted for tax purposes for related to the approp riate adj ustments Several commentators expressed con-
financial accounting rather than live, to be made In relat ing actual past cx- cern that the proposed Standard (both
based on actual experience. Therefore, pen ance to expected future usefulness, the Juns 11 and October 3 versIon..
the October 3 revised proposal placed The Board believes that procurement which were alik e In this reiardt would
th. primary reliance for estimation of agencies general ly recogni ze the slgnifl - not permit accoun ti ng conventions to
service lives on records of the age of as- cance of the physical and economic f*c- be used for the beginnnlng and ending
set . at disposal or withdrawal from cc- b r a  listed in the Standar d, The Board periods of asset use . The Standard per-
ti re use. The propo sal L’~irthe r provided encourages the procuremen t agencies to multi the application of convention s csuch
that the historical data wou ld be ~ ~~~ 

provi de written guidance for use by fiel d as the half-yea r convent ion ) where rca-
toe for estimate , of useful tUe which personnel , with the goal of making an sonabie itt the cIrcumstances and con-
could be adjusted based on expecte d eff ecti ve transition from amortization slstenUy followed. The Board sees no
changes to physical or economic lives, perio ds derIved from tax regulations to need for change in this respect,

Contractors commen ting on the Octo- those based on reasonable esti mates of t7) Asset Groups. Some commentators
ber 3 propos al pointed out that they have actual useful serv ice. ‘T7ie staff of the felt that the June 11 proposal ImplIed anot been required to have records which Board will participate, if requested, i~ desire by the Board for depreciation ac-
wou ld show the retention periods of as- th. developmen t of epproprlate guidance counting on an asset-by-asset basis. Thesets. Therefo re, wh ile moat contrac to rs to field personn e.I. Board does not Intend to force any
bars the basic Inform ation from whIch 5) RelIance on Internal Revenue changes In decisions reasonably madethey could determine typ ical asset reten- Service. Many commentators, through- with respect to accounting in terms oflion period s, few contractors have made out the Board’s research process in th . groups or of Individual assets. SInc de-analyses or summaries of the informa- developmen t of this Standa rd, have stag- preciallon Is largely based on the appli.
Lion available. Purthe rmore. they ated gested that the Board should rely on the cation of ectisnatas, when groups are usedthat contr *ctors did not ha ve record. re- experience accumulated by the Internal the estimates are intended to representSicting the withdra wal of assets from Revenue Serv ice. Under this genera l ap- th. average or typical experience for allactive use. Tife contrac tors -ipreased Lbs proactu the Board would be expected individual assets Lu the group. The Oc to’-opinion that to deve lop such records t~ concede that there Is so much bar 3 proposal was niodifled to makewould be costly. The Standard tuna been Uncert ainty about deprecia tion that clear the BOard’s acceptance of group-mod ified to prov ide that the development auditors sho uld not ask for support log practices In accounting for assetsof records of asset wIthdrawal from cc- of estimates from Individ ual con- and in determining appUcable deprec ta-tIre us. be at the option of the con- tractors, but shoudl accept for con- lion lives and methods, The Standardtractor; however, It should be poin ted out tract purposes the operation of a permit’ accounting for assets either in-thai such records could be additional broad band of averages which have been dividually or In any reasonable grouping,uppor$ to reduce historical asset ll~~~ developed for other purposes but wh ich provided that the accounting treatment

The Standard also prov ides a Iwo-year do deal with the same depreciation prac- is consistently applied.p riod for the development of analyses toes. The Board ham recognised that ii U.. Rates. In iti June 11 proposal,
Q~~~ the Iwo-year period should provi de lame ezpsnditores and lbs same pNb- SInodard is expected to be applied by
of historical asset lives. The Board be- Contract Costing often deals with the Ut. Board poInted out that the pro~~ ed
adequate working Urn, to develop such leOtS of allocation to time period as Me contractors in situations where deprecla-analyses. Tb. Standard does not pee- of tnterist itt income tax acCOunIth5. 

~~n cost is a fictor In determining equl..scribe the nature of the analyses which Tax reguiation~, however, are Intsnded mists charging raise to be used as a basisshould be performed, nor does it p~’c- to achieve a variety of social goals quits for contract costing. For example, thescribe the number of prior years to be foreign to the purposes of contract cost- development of rate schedules for con-analysed or the extent of suppor t 
~~~~~~~~ 

Ing. In this regard , the “Asset Guideline struction plant and equipment and own-sary ; It recognizes . that the adequacy of Periods,” fi rst establi shed In 1963. were seslup costs for comparison to lease orrecords depend. upon Individual ~..ti. 
b~used on write-off periods substantially rental costa would be accomplished itt

ii
and circumstances. The Board believes shorter than actual average experienced contormance with blue requirements ofthat most Contractors have adequate ~~~ lives and these perto dj were subject tO the proposed Slandayd. The proposedords on asset retention. ~~tImaees of ax- further reduction under the “A sset Ds- Standard also would have been requiredPsrt.nc.d lives can be developed from pred ation Range System” itt 1171 to is. used by educational tttslitutions in ‘ Ithem misting records on the basis of In addition, tax ase smeni and cal- determining amounts to be compensatedsampl.s, Statistical lampling from ex ist- lection are cont inuo us ao thai, except for use of buildings. asplial Improve-lag records or judgmental samples with for differences in tax rates, shift , of in- meats end equipment.
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42~~ RULES AND NEGUtA TIONS

u niversity commentators stated that The June II proposal prohibited the way to dltterentiate those gaIns deemed
few cofleges and unIversities recognize charging of any depreciation amount by some to be based on Inflation from
deprecIation In theIr accounting records. which would reduce book value below those result ing from excessive deprecla-
Replacement of capital assets Is often resIdual value. Where fixed asset ac- tion eharges. Because the Stand ard ap-
handled by special appropriations or by counting ii by groups, this provision was pike only to assets acquired after t he
bequests and other contributions. Fed- not Intended to require separate iden- date when the Standard must first be
eral Management CIrcular ‘73—5 has pro- tiltoation of the book values end residual followed by a contractor, the impact of
vided for use allowances is recognition values of ind ividual assets . For individual the Sta ndard on recosniti on of gains or
for the emplo yment of capital assets on assets, wher e actual residual values are losses In some years in the future. At that
cont ract work. not material , the Board does not intend lime Il ls expected that guidance wi ll be

A nwnber of commentators ha’. that such immaterial amounts be iden- available on the appropriate treatment
pointed out that many educational insti- tifled. The criterion of materiality applies for price-leve l changes refl ected in gains
tut ions prefer the current use allow ance to ill Board promu lgations , and there- or losses from dI~po~1tIon of fixed assets.
system even though the’, recognise that fore, the Board does not believe It neces- Current proourement regulations of
conventional depreciation accoun ting sary to restat e It in every circumstance. Oo,ernment agenc ies are not consistent
would result in higher recognised costs. (10) Oaln or Loss . Both the Jun e 11 In their provisions for gaLis and losses.
The most important reason stated Is that and October 3 proposals required that A numbe r or commenL~ tor~ were apoar-
the administrative cost and e~Tort tn . gain or loss on disposition of tang ible ent ly unaware of this diversity: they en-
volved In establi shing depreciation so- capi ta l assets be assIgned t~ the cost ac- c,uraged the Board to le’~ve the present
count. would be signifi cant. coun ting period in whic h disposItion 00- sItuation alone. The existing procure-

These comments have been persuasIve CU~5. A number of commentators su e’- snou t regulations have been carefully
universi tie, who choose not to incur the gested that gain or loss on disposition. as consi dered and the Board believes that
additional administrative expense an adjustment of depreci atIon previously contruc’t cost determInat~ons will be tin-
should have an acceptable alternative recognized, should be assigned to the proved by more uniform trea tment of
basis for reimbursement for the use of coat accounting periods and coat obJec- such gains and losses.
taneible~ a”it.al assets. The Standard ha., ti res to which the deprec iatIon lund beers Several commentators were concerned
been modified to provide that It does charged. This sugge stion is concep tua lly that the treatment of gain or loss from
not appl, where FMC 73-S use ePow- sound but impractIcal to apply. The re- involun tary co nversion , whil e in agree-
ances are a part of contract costs. Row- cords necessary to ident ity prio r depr~- ment with the Fedcral Income tax treat-
ever, the Stindard doss apply when- cl*t ion charge s woul d be ditTicult to ment. differed tram the generally ac-
ever depreci ation acco untin g Is used by maintain. In addIt ion, where losses oc- cepted fi naneiqi accoun t ing rracti ce. The
an educational institution for a cover ed cur on disposition, appl ication of the Standard has been changed to perm it the
contract, cost to prior periods and cost objectives contr actor to use eit her basis in account -

9) Residual Value. Several commen- wo uld of ten be pr ecluded because appli - th e’ for Irsv o lunt ” ry conv ers Ion, .
tators expressed concern that the p~~ 

cable contrac ts maw have been closed or 11) OrigInal Comniements . The
poised Standard defined “ residual vai~~’ funding for the additional cost may not Standard on Capitaliz ation of Tangible
even though the only available numer ic be available. Accordingly, the Board be- Assets defi ned ard reouf red the caplta ll-
val ise dur ing the service life of an ~~~ 

lieves It would be fa ir to both contractors ration of original com pl ’ ments of Ion-
ic that for eettm ,ted residual value.” and the Oovernment to adjust (or gain cost equipment. There has been some
The wo rding in the definition has been or lose in the current cost accounting controvers y over the approp riate wr ite-
modified to clarify the Board s secog- period. otT technicni e for anch ciu r.tta llsed
nitton of this point. Commentators suggested that if ad- amounts, Informal staff proposals to re-

iustment is to be made In the current quire amortization over the life of theThe proposal Included permission to cost accounting period, It sho uld be com plement. or of he ass et for whIch Itdisregard rn4nor residual values those made to some general indirect cost pool has been required , w ere challenged byunder ten percent of capitalized cost ) so that adjustments could be absorbed cofltr~ctors as brine’ unreaso nable. TheIn det ermining a schedule of deprecia- by nil work of the period. The Board be- Board recognized the Intens ity of thi sbloat charges — untIl the net book value iteves , however , that —to the exten t prac- feeling and the June 11 proposal in-anproachea the residual value. Some tical—ssijustments should be made 10 cluded a provision developed specificallycomm entator s suggested tha t  residual the same cost account s to which the de- to assign such cos ts among cost account-values be Ignored comnlatelv Others rug- pred ation cost of the asset had been or inC periods.• geated that lucy be permItted to depre- would have been allocated in that cost Some commentators pointed out thatelate berond actual residual values be.. accoun ting period . To the extent that the June ii proposal for amortizatIon ofca”e of pract icalit y consider ation s , depreciation coat Is assigned to ndlvld- original compl ements would have re-m. Board h*s sever~l times expressed uai departments or cos t centers . SO quired a practice whi ch is not at all corn-Its belief that the administration of coat should the adjustments to depreciation mon and would be dIffIcul t to implem ent.AccountIng Standards should be reason- resulting from the disposition of assets, Th~ provisions of the proposal we reable and not seek to deal with Insienifi- C entators expressed the opInion modified for the October 3 ve rs ion tocant amounts of coat. ( See, for example, that gi.tns on disposition of assets In to- require simpiy that an original comple-
- I the March 1973 Statement of O’.erat.. day’, economy are often the result of in- ment be treated as a tang ib le capit alIng Policies. Procedures and Oblec- fiatIon and not adjus tments of depre- asset , and that the bas ic require ments oft iwe.’ )  except for depieciab~e real “°t’- c ation expense. The Board recognizes the Standard be appl ied to It. Thus , theaq’tv, there would usually be little im- ut.~ assets held for long periods, espe- costs of each original complement wouldprovesncnt in the accuracy of c’,at m aa- d aily real property, may be disposed of be amort ized over Its period of expec tedurem,nt,g if estimat es of minor r.ridua l for amounts in excess of net book va lue, usefulne ss , and in accordance with itsvalii.~ were explicitly considered ~ ~~ The gaIn may ~iave been caused by any pattern of expected usage, either set’-t-hIl.htns smnont,r to be dern’eclated. of several factors Including the risin g aratelv or as a part of an appropriate

~~~~~~~ the Board continu a, to b.Ikye
thit the magnitu4e of the ~~~~ ted general price level. In some situatIons It group. Comments received on the Octo-
r’~4dnal ,shie shou’d be considered for may be arguable that the gains should bar 3 version have suggested some mis-

not be consIdered as corrections to pee- ~mder ,tanding at the principle Invo lved .each aeset or for each grou p. If the as- vious depreciation charges . The Board Some addition al language has beenti..uet. Is greater th .n ten percent of and others in the accountin g prof ession added to the illustration on depre ciationc’.’ ttattsed cost or if it is anpt icable 10 are examinIng new techni ques to deal for or iginal complements In I 409 SOlo)d-iecteble real property It should be 
~~~~ account ing for inf lation. However , to further clar ify the princip le that andeducted from the esnita ’tse d amou nt In

I.t.r’nintng the depreciabl, cost. The accounting for cost on an historical basis original complement Is a single asset and
5 -ndard has been modified 145 clsrity Is st ow generally accepted and until the not a grou p of individu al Items.
I”. arwulIeabtllty of the ten percent mate- new techniques are developed and so- 12) Retroactive Impact of Changes.
riallty rule to personal property only. cepted, the Board does not see a practical The Board called attention, In the
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lUtES AND IEGULA TIONS ~ 63

June II publication, to the conmct be- of depreciat ion coat. &ccounting practices lives applies ouly to new assets acquired
tween some aspects of Opinion No. 20 used for these functIons should be lusti- after the necessary records are svafl-
of the Accountin g Prunciplea Board and fled on the basis of their ellectiveness for able. Therefore , for  moat contractors
the treatmen t proposed, in I 4O9~ OW , such measurement and allocation. They implementation of the requirements of
fo r changes made In depreciation ac- should not be Just ifi ed on the basis of life determInation wIll apply only to
coun ti ng dur ing the servic e lIfe of an problems Ident ifi ed with other aspects new asse ts acquired in accounting pe-
asset. The position proposed by the leg.. profitability I of defense contracts . n ods begInning January 1, 1978 , or later.
Board. that of making changes appll- The Board has no authority to extend The Bcard sees this Standard as eatab-
cable prospectively only, was approved by its elf into the area of profitability of dc . llshing prop er tec hnlqu’as for the incas-
moat of those who commetited on the tense contracts. This is a matter ~or the uremen t and allocat ion of depreciation
point. A very f ew commentators ask ed prccurtn g agencies. in th is regard. cur- expense. The Board belIeves, therefore,
that the Board ~grec with the fi nanc ial rent procuremen t regula tions provide that thi s Standard can properly be
accounting principle and Insis t upon guidance with res pect to negot iating pri- promulgated at th is time. The subject
retroactive impact, even thou gh this posed nroflt s ; th is guidance Includes of inflation accoun t ing concern .s not
would requ ire reopenIng settl ed con~ some implicit recognitio n of the cost of only det~reciaUon cost but all costs, and
tracts. The Board was not co nvinced that cap ital . The Board believes that ac- will be dealt with as part of the studies
Sny Improvement In coat ing accurac , counting for the costs of capital and now in progress by bo th the CASB and
resulting from reopening settled coo- def c m l  ruing equitable measures of profit the PASB.
tracts would merit the obvi ous adminls - are Issues separate fro m depreciation so - (17) Costs and Benefi ts. Comments
trat ive inconvenience Involved . The counting and these Issues cannot be re- received on the June Il and OCtober 3
Standard is, therefore, not changed In so lved elfecti vely by adopt ion of any proposals indicated that there would be
this regard. particular depreciation practl ces. substantial admin ist rat ive cost entailed

(13) ServIce Center C~st~. The June 11. ( 15 )  Modernization and Public Policy. In complying with this Standard. Part
proposal provided that whe n deprec iable Many commentato rs have point-ed out , of the Increased coSt Li attributed to
aaaeets are part of art organi zational unit throughout the proc ess of developing this required changes in accounting prac-
whose costa are charged to users on the Standard , that no Cost Accounting ti ces ; a greater part is alleged to be
basis of servIce, the depreciation cost of Standard should be adopted if it would related to increa sed controversy over
such assets should be included as part interfere w ith public policy to encourage the s,cceptabt llty of current and pro-
of the costs of the org gnizat to nal unit , investment in facilities which might pro- posed depreciation methods and lives.
A number of commentators expressed vide a more modern , snore effective A number of the administrative prob-
concern that the Standard mIght be Industrial mobi lization base. The Board tems descr ibed in the comments have
thought to require the assi gnment of favors appropriate Improvements in the been reduced or elim inated by changes
bufldi ng depreciation sepa rately to each physical facilities used In performance of to the Standard. The requirement for
organizational unit which occupied a negotiated defense contracts: Its pur- recordke epthg , however , has not been
buildin g, even though the applicabl e Pose bowev er does not Include such elim Inated . As discussed above, the Board
buildin g depreciation might be only a public policy decisions as the Introduc - recognizes that for some companies addi-
very minor pert of the total organirs - tion or continuation of Incentives to tional cost will be incurred to implement
tlonal unit cost. It an organizational unit encoura ge investme nt Itt certain class es this aspect of the Standard. Also as ills-
occupie , a entire buildin g, arid the de- of ~ sets. This Standard is being pro- cussed above , there may be some one-
pred atIon cost of that buildi ng Is s ignu ifi- mitigated for the purpos e of improv ing time analytical effort dur ing the next
can t and can practicabl y be Identi fi ed, the measurement and allocation of de- two years to develop sta rting estimates
that building depreciation cost shoul d be preciation on acquired assets. The of actual retention periods. The Board
Included as a cost of the organizat Iona l Board does not believe that this pur pose be(lev a, that these adnunistratlve costs.
unit for assig nment to cos t object ives on Is inconsistent with or a deterrent to when reasonably managed in light of the
the basis of serv ic e It . however , the total effective plant modernization, purpose to be serv ed , are warranted by
deprec iat ion cost of a building, which is (16) Inflation Account ing. Some corn- the likelihood of better measurement of
allocable to a n’~mber of cost objectives, mentators were concerned with bite effec t depreciation coat than has previously
Is accounted for as indIrect cost and of inflation In depreciation accounting, been avall~bla.
its allocation on that basis would not They suggested that this Cost Account- The Standard does not prescr ibe t int-
materiall y dIstort lb. measurement of ing Standard should pr ov ide for the use form accounting treatment It enunciates
costs to any benefiting cost oblective, of replacement cost or current value principles and crit eria for the imple-
lIttle poInt would be served by ins isting rather than historical cost as the basis snentation of these princip les , which
that each organizati onal unit receive ~ 

for determ ini ng depreu. able amounts. will achieve a practical degree of in-.
specific charge for bu ild ing deprec iation. Present Government procurement regu- creased uniformit y and consistency in

Several commentators were concerned latlons as well as financial and tax ao- fixed asse t depreciation account ing tech-
that the para,mph on service center s countin g are based on hlst*tcal costs. nslquea. in some cases. as for the deter -
might restrict the base or bases used fo r Current inflationary trends, however, mists tion of estimated service life, the
charging service center costs to oth er suggest that more attention should be Standard requires the establ ishment of
cost objectives. Nothin g Iii that ~~~~ 

given to the 1mpact of inflation on estab-. records to achieve a better measurement
graph Is intended to lim it or prescribe the li shed accounting conce pts , of coat based on the manner in which
base or basis used for charging service The Financial Accounting Standards contractors manage their fIxed assets.
center coats. Board (PASS) Is considering this sub- The benefits to be expected are better

(14) Cost of CapItal . Many comme n- j ect. The FASB issued an Exposure Draft. accounting for depreciation coat and
talon have pointed out that the re- on “Financial Reporting In Units of Oen- enhanced ability to meet the responst’.
quirement s to be Imposed by the Stand- eral Purchasing Power” on December 31. b’ilttes of the Government and Of de’~and may result, on assets acquired after 1974. The CASB Ia also studying the tense contractors to proper ly account
the effective date. In less depreciation subj ect , for the expenditure of public funds. The
charged In earlier years of asset life . The The cost impact of this Standard for Board recognizes that some additional
resulta nt slowdown In recOvery of funds TflO5t cOntntctors is some years in the costs wi ll be. incurred In obtaining corn-
could, they poin ted out , have an adver se fu ture. The Standard is required tO 

~~ pliance with- this Standard. The benefits
Impact on the profi tability of defense follo wed by contractorS at the start of to be obtained are substantial, and the
contracts. Many of the comments se~~ 

their nest fiscal year after receipt of a
to justify rapid write-off as a partIal off .. cove red contract nii~uirtng compliance Standard Contr ibutes to fulfi lling the

set to the costs of canital actually ~n_ with this Standard. The Stendard pro- Board’s oblIgat ion to seek improved ac.~
voive d but not directly recognized in sides for a two-year period after re- counting for defense contracts.
cont ract pricing. quired compliance to accumulate necea- . . , . .

Tb. purpos e of this Standard Is to pro- sary supporting records. Th. require- There Is also being published today
viii a better measurement and allocation mint at th• Standard for determ ining (40 FR 4251) an amendment to Part
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4264 . RULES AND REGULATiONS

400 Definition ., to incorporate - In that ~2 ServIce ill.. The period of useful- 5 409.50 T,vkni gm. tar .ppllestk .
part terms defined In 5 409.30(a) at this ness of a tangible capital asset (or group
Cost Accounting Standard. of assets ) to its current owner. The (a) Determination of the appropriate

Part 405—Cost Accounting Standard nod nay ~e e esseii hi ~~~ta of ~~~ depreciati on charses Involv es estimates
Depredation at Tangible Capi tal Msein or output. The estimated service he of bot h of service life and of Use likely pat-
Is added to read as follow s: a tangible capital asset (or group of tern of consum�lon of servic es In the

cost accounting periods included in such
S.C. . aisete) is a current forecast of Iii service life. In selecting service life estimates

910 O.nsrsi ..ppLtcabUtty. life and Is the period over wh ich depne- and in selecting depreciation methods
401.30 ~~~~~~~~ 

clst*o~ cost is 1,0 be assIgned.
tce.ao ~~aatuon.. (3) Tangible capItal asset. Ass .~~~ 

many of the same physical and economic
400.40 PuodamsOsal asquirseseul. that baa physical substance, more than factors should be considered . The fo llow-
409- SO Tscbniquss to, appUcattoa. - minimal value, and is expected to be held Ing are among the factors which may be
409.50 flhntration.. by an enterprise for continued use or poe- taken Into account: quantity and quality
409.70 IzimpUOns. ssedcn beyond the current accounting of expected output, and the tUnin g there-
400•SO IffSOSIVS ~~~~ period for the services it yIelds. of; costs of repair and asiintenance. and

Avwiioesev : 54 81st. ‘7~~. •SO. lOS (60 ~7.8O. (is ) The fo llowin g modifications of the timing thereof; standby or incide ntal
App. 2165). defiflitlons set forth in Part 400 of ti’is use and the tim ing thereof; and tech-

~409.1O ~~~~~ ~~~~~~~~~ 
chapter are applicable to th is Standard: (tICS.! or economiC obsolescence of the

asset (or group of assets ) , or of the prod-
This Standard shall be used by defense uct or servi ce It Is involved in producin g.

contractors and subcontractors under 5 409.40 Fundamental Requirement. (b) Depreciation of a tangible capital
Federal contracts entered Into after the (a) The depreciable cos t of a tangible amet shall begin when the asset and any
effective date hereof and by all relevant capital asset Ion grou p of assets ) shall be others on which Its effective use depends
Federal agendee In estimating, accumu- assigned to cost accounting periods in are ready for use In a normal or accept-
lating, and reporting costs in connection 

~~~~~ance with the fo ll,..wlng criteria: able fashIon. Rowever. where partial
with the pricing, administratIon, and .t- (1) The depreciable cast of a tangible utilizatIon of a tangible capital asset is
t lement of all negotia ted p1121)5 contract capital asset shall be its capit alized Co5~ 

Identified with a specific operat ion. dc.
and subcont ract national defense pro. ie.,~ its est imated residua l value. preciat lon shall commence on any por-
curements wIth the United State. in cx- (2) The est imated service he of a tio n of bit. asset which Is subetafl t isily
tom of 5100.000. Other titan contracts or tangible capital asset (or group of metni completed and used for that operation.
subcontract. where the price negotiated .iball be used to determine the cast ac- Depreciable spare parts w hich are re.
Is based on (a) established catalog or counting periods to wh ich the depreciable qufr5d for the operation of such tangible
market prices of commerci al items sold cost will be assigned. capital assets shall be accounted for
In substantial quantities to the general 

~~ The method of deprec iation se- over the servic e life of the assets .
public , or b) prices set by law or regula- lected for assigning the depreciable cost (C ) A con sisten t policy shall be fo l-

lowed In determIning the depreciabletlon. of a tangible capital asset (or group of cost to be assigned to the beginning and
5 409.20 P 51.... assets) to the cost accountin g ~~~~~~ ending cost accounting periods of asset

The purpose of this Standard is ~ ~~~~
- 

representing Its estimated service lif e 
~~ , The polic y may provi de for any

side criteria and guidance for assignin g sh ill reflect the pattern of consumptio n reasonable starting end ending dates LA
costs of tangib le capitat ~~~~~ ~ ~~ t of services over the tUe of the asset computing the fi rst and last year dc-
accounting periods and for allocating (4) The gain or loss which is recog- prectable cost.
such caste to cost objectives within such nized upora disposi tion of a tang ible capi - (d ) Tang ible capIt al assets may be ac-
periods in an objective and consistent tat asset shall be aeaigrsed to the cost counted for by treati ng each Individua l
manner. The Standard l~ based on the accounting period In wh ich the dispost- 

~~~ an accounting unit, or by cam-
concept that depreciation costs Identifi ed h OtS occ urs . bin ing two or more assets as a single ac-
wIth Cost accounting periods and benefit- lbs The annual deprec iation Coat of counting unit . provided such treatment
Ing cost objectives Within I~ ri~~~ 

a tangible capital asset (or group of as- 
~ cons istently applied over the service

be a reasonable measure of the ~~~~~~ 
sets) shall be allocated to cost objectives life of the asset or group of assets,

tion of service potential of the tangible fo r which it provides serv ice in accord- 
~e EstImated service lives Initially

asset. subject to depreciation. renn ante w ith the followin g criteria: established for tangible capi tal assets lot
to thi s Standard should provide a sys - U) Depreciation cost may be charged groups of assets ) shall be reasonable ap-
tematic and rational flow of the ~o~t of directly to coat obj ectives only If such proxl mat ions Sf their expected actual
tangible capital assets to benefited cost chargeS are made on the basis of usage periods of usefulness, considering the
objective. over the expected service lives and only if depreciation coats of all like factors mentioned In paragraph (a) of
of the assets. This Standa rd does not assets used for similar purposes ire this section. The estimate of the expected
cover nonwu ti ng u~ets or natural ~-. charged In the same manner. actual periods of usefulne ss need not in-
sources which are subj ect to depletion. (2) Where tangible capital assets are d ude the additIona l peri od tang iblepart of , or func tion as . an organizational capital asset. are ret ained for standby5 409.30 Definition.. unit whose coats are charged to other coat or Incidental use where adequate records

(a) The following definitions of terms objectives based on measurement of the are maintained which reflect the with-
which are prominent in this Standard ~~ services provided by the organ ization al drawal from active use.
reprinted from Part 400 of this chapter unit , the deprec iation cast of such assets (I) The expect ed actual periods of
for convenIence. Other terms which are shall be included as part of the cost of usefulnes s shall be those periods which
used In this Standard and are defined in the organizational unIt. are supported by record, of either past
Part 400 of this chapter have the mean- (3 Depreciation costs which are not retirement or . wh ere availa ble, with -
logs ascribed to them In that part unless allocated In accord ance w ith lbs (1) or draw s! fro m active use land retention
th. text demands a different definition or (2) above shall be included in appropr l- for standby or Incid ental Use) for like
the definition Is modified in paragraph ate Indirect coat pools, asset. b r  group , of assets ) used In
b) of this section: (4) The gain or lose whIch 1. recog- similar cIrcum stance s appropriately

(1) ResIdual value. The proceeds (less nized upon disposition of a tangible modified for specific ally identi fied t ic-
— removal and dispoesi costs. ~ ~~~) ~~~~~~~ capItal asset , where material in amount, tars expected to infl uence future lives.

li ed upon disposition of a tangib le capt. shall be allocated In the same manner as The factors wh ich can be used to modify
the depreciation cast of the asset has past experience Inc lude:tat asset. II usually Is measured by the been or would have been allocated for (I) Changes In expected pbyslcaj use-

net proceeds from the ash, or other dli.. the cost account ing period In which the fulness from that which has been experl-
position of the asset, or its fair value If disposition occurs. Where such gain or enced such as changes In the quantity
th, asset Is traded In on another asset. loss Is not materIal, the amount may be and quali ty of expected output.
The estimated residual value Is a current Included in an appropriate Indirect coat (Ii) Changes In expected economic
forecast of the residual value, pool, usefulness, such as changes In expected
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RULES AND REGULATIONS 42~5
technical or economic obsolescence of applied , or (ii) the method is unaccept- (or groupa of assets ) . Poe tangible per-
the asset (or group of assets ) , or of the able for Federal Income tax purposes. U sonal property , only estimated residual
product or ser vice produ ced. the con tractor ’s method of depreciation values which exceed ten percent of b•

(2) Supporting records shall be nato- used for financIal accounting purposes capital Ized coal of the asset or group of
tam ed which are adequate to show the or other account ing purposes as pro- assets ) need be used in establishing de-
age at retireme nt or . it the contractor v ided above I does not reason ab’y reflect prectable costs. Where either the de-
so chooses, at withdra wa l from active the expected consumptIon of services or d ining balance method of depreciation
use t end retention for standby or m ci- Is unacceptable for Federal inco me tax or the class It!e asset deprec Iation range
d.nt~l use) for a sample- of assets for purpose s , he shall establish a method of system Is used consistent with tie pro-
each significant cate~ory Whether as- deprec iation for contract cos ting which visions of this Standard, the residual
set. are accounted for Individually or by meets these cr iter ia. In accordance with value need not be deducted from capital-
groups , the bas is for estimatin g service paragraph to i3) of this section. lied cost to 4etarmmne deprec iable costs.
lIfe shall be predicated on supporting (2) Mter the data of InItial appli- No deprec iation cost shall be charged
records of experienced live, for either cabilit y of th is Standard , selec tion of which would signifi cantl y reduce book
Indiv idual Ssie ts or any reasonable m ethods of depreciat ion for newly cc- val ue of a tangible capita l asset (or group
grouping of assets as long as that basis qu lred tang ible capital assets, which are of assets ) belo w It.. residual value.
is consistently used. The burde n shall be different from the methods curren tly be- (I) Estimates of service lUe, consump-
on the contractor to lusttfy estimated Ing used for like assets in sim ilar cir- ton of services, and resIdual value shall
service lives whIch are shorter than such cums tances . shall be supported by projec - be reexamined for tangible capital assets
experienced live. . tions of the expected consumption of (or group of assets) whenever circum-(3) The record, required in paragra ph services of those assets (or groups of as- stances change sl(fllflcanhly. Where(e) l i )  and (2) of thi s sectio n, if not sets ) to which the different methods of changes are made to the estimated
available on the date when the require- deprec iation shall apply. f upport In cc- service life, residual value, or method of
meats of th is Standar d must first be 101- cord ance with paragraph (f )  (3) of this depreciation durin g the life of a tangible
towed by a contractor , shall be ~eve1oped section shall be based on the expected capital asset , the remaining depreciable
from current and histo rical fixed asset consumption of services of either in- coats (or cost accounting purposes shalt
records and be avail able follow ing the dlv idual assets or any reasonable group- be lImited to the unde preciated cost of
~ cond fIscal year alter that date . They log of asset., as long as the basis selected the assets and shall be assigned only to
shall be used as a basis for estimates of for grouping assets Is consistently used. the cost accountIng period In which the
esrvl ce lives of tangible capital asset .m cc- (3) th . expected consumpt ion of as- change La made and to subsequent pen-
pdred thereafter. Estimated service set servi ces over the estimated service nd,
live, used for financIal accountIng put- life of a tangible capital asset (or group (3) (11 GaIns and losses on disposition
poses I or other accoun t ing purposes of assets ) Is infl uenced by the fac to rs of tangible capital assets shall be con-
where deprecia ti on is not recorded for mentioned in paragraph ía) of this eec- sidered as adius tments of deprec iation
financial accounting purposes for some t ion which affec t either potential activit y costs previous ly recognized and shall be
non-commercial onlanlzatio ns ) , if not or potential output of t he asset (or group assigned to the cost accountIn g period in
unreasonable under the criter ia specified ~( assets ) . These factors may be men,- which disp osition occurs except as pro-
In paragrap h (e) of this sect ion , shall be ured by the expected activity or the ax- vided in psrsqrapha (h I (2) arid (3) of
used until adequate support ing records pecteti physica l output of the assets, as thi s section. The gain or toss for each sa-
ate available, for exiu npis: Hours of operatIon , number set disposed of is t he dlff ~rence between(4) Estimated service lives for tangib le of opera t ions performed , number of units the net amount realized, Including in-
capital assets for which the contractor produced, or number of malice traveled . surance proceeds in the Svent of invo l-
has ne available data o- no prior expert - An acceptable surroga te for expected untary conver s ion . and its undeprectated
ence for similar assets shall be estab- activity or output might be a monetary balance . However , the gain to be recog-
lished based on a projection of the ex— measure of that activity or out put zen- mu sed for cont ract costing purposes sha ll
pec ted actual period of usefulness, but crated by use of tangible capita l assets, be limited to the difference between the
shall not be teas than asset guidel ine gte- such as est imated labo r dollars. total .o.$ original acau l-it lon cast of the asset and
n ods (mld-renge established fo r asse t Incurr ed or total revenues, to the ex - Its unde prev iated balance.
guideline classes under the Revenue tent that such monetary measures can t2 ) Gains and losse, on the dlsposi-
Procedure 72—10 publis hed by the In- reasonably be related to the usage of spe- ion 01 tangible cap ital assets shall not
tartiai Revenue Service, and any eddi- cHIc tangible capita l assets (OF groups be recognised where: l) Asset , are
tons, auprlement., or revisions thereto. of assets ) - Zn the absenc e of reUable data grosined arid such giti ns and Tosses are
which are In eff ect as of the fi rst day of fo r the measuremen t or estimation 01 the processed throu gh the accumulated de-
the cost accounting period in which the consump tion of asset services by ~~ pred at ion accoun t. or. t il l the asset Is
asse ts are acquired. Use of this alterna. technlquea mention ed, the expected con- given In exchange as part of the put-
lIve procedure shall eas’ as soon as the sump t ion of services may be represented chase price of a similar asset and the
contractor Is able to develop estIm ates by the passage of time. The appropriate (sin or loss is Included In com puting the
wh ich are appropriately supported by his method of depreciation should be se- depreciable cost of the new asset. Where
awn experience. levIed as follows : the disPosition rems~4s from an in,olun -

15) The cont rac ting parties may agree m l ) Ass accelerated method of depre’. tary conver sion and the asset is replaced
on the estimated servi ce life of individual elatio n Is appropr iate where the expect.d by a similar asset, gains arid losses may
tangible capital assets where the uniqu. consum ption of asset services Is sh otS- either be recosnfzed In the period of dls-
purpose (or which the equipment was cc- catt ily greater in early years of asset life, position or used to ad lust the depreciab le
quired or other specia l circwnstancea t U) Th. straight-line method of dc. cost base of the new asset.
warrant a shorter estImated service life pred ation is appropria te where the es- ~~~~ TIc contracting parties may cc-
than the Life determined in accordance ~~~~~ conswppsion ~,g ~~~~ se*’v iom count for (sins and losses arisIng (rosa
with th. other provisions of this I 405 30 I~ reasonabl y level over the serv ice ~~ 

mass or ext raord inary dispos itions in a
(I) a~d where the shorter life can be of the Siset (1W g?OUP of assetat manner wh ich will resul t In treatment
reasonably predicted. gi The est imated servi ce life and equl tabls to all parties.

If ) (1) The method of deprecia t ion method of depreciation to be used tar -~~ 4) Gains and lomes on disposition of
used for fi nancial *ccounting purposes original comp lemen . of low-c os t equip- tangible capital assets transferred In
or other accounting purposes where tie- ment shall be based on the expected con- ~ther than an anna-length transaction

prsctaUon is not recorded for fi nanc ial aumpt i.,n of services over the expected and subsequently disposed of within 12
accoun ti ng purpoasel sha fl be mLsed for useful life of the comple ment as a who le mon ths frost the dat. of treader shall
contract coatin g unless Ii such method and shall not be based on the individual be assigned to the transferor.
does not reasonabl y reflec t the ezpected items which form the complemen t. ~~ Where. In accordance wit h I 409 40
consumpalan of services (or the tangible thu Estima ted residual values shall be (bIll) , thg depreciation costs of Ilk.
capit&l suet b r  group of ssets) to w hIch determined for all tangible capital suds tgni*bls capital assets used for similar
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purposos at. directly charged to cost hisses In the machine shop and charies nIq~tee w hIch may be useful even with
object ives On the basis of usage, average depreciation for ad such tail ing ma- limited f~j ed asset records.
charging rates based on cost shall be chines directly to beneliting coat objec- U A company maintains an m yra-
establIShed for the u_~~ of sush assets. tine, tory of assets in use. The com pany
Any variances between total depreciation c A contractor acquires, and capital- should select a aanspllng time period
cost charged to cost objectives and total lass as an asset accountabilIty unIt , a new w hich, is referably . Is signi fi cantly longer
depreciation cost for the cost accoun ting lathe. The estimated service life is ten than the anticipated lIfe of the assets
period shall be accounted for in accord- year, (or th . lathe. He acquires , and fo r whi ch lives are to be established.
ance with th , contractor’s established capitailsas as an original complement of Of course, the inventor y must be av*il-
practice for handlin g such variances, low-cost equipment related to the lathe , able for each year in the sampling time

1) PractIces for deteniulnlng depre- a collection of tool holders, chucks , in- period . The company would then selec t
cistion methods, estimated service lives dexing heads, wrenches, and the like , a random sample of Items In each yea r
and estimated residual values need not Although Indiv idual Items compri s ing the except the most recent year of the time
be changed for assets acquired prior to complement have an average life of s Ix period. F ach Item in the sample would
compliance with this Standard It other- years , replacements of these items will be be compared to the subsequent year ’s
wise acceptable under applicable pro- made as ns ded and, therefore, the cx- inventory to determine if the asset Is
curencnt regulations. However. it peeled useful life of the comp lement is still In service : If not , then the asset
changes are effected such changes must equal to the life of the lathe . An ceLl - had been retired In the year (mm which
conform to the criteria SS’)”~~’Id in mated service life of ten years should be the si mple was drawn. The Item is then
title Standard and may be .ftect.d on a used for the original complement. traced to prior year Inventories to do-
prospective basis to cover the mdepre- (dl A contractor acquires a test fad - tertuine the year In whIch acquIred.
ciated balance of cost by agreement Ity with an estimated physical lit, of 155% 

~~~~~~~~ 5(mffi (’I.nt tI.m. muut be drawn lit
between the contracting part ies pursu ant years . to be used on contrac ts for a new •~ch ysar to a.sur &n adequate sample.
to negotiation under a) (4) 3) 01 the program. The test facilIty was acquired
Contract Clause im out at I 331.50 of the for $5 million. It is expected that the pro- 2) A company maint ains an tnvefl-
Board’ s regulations 4 CPu 331.50) . gram will be completed In sIx years and tOIY of assets In use and also has a rev-

~ .$0Q 60 ~~~~~~~~~~~~~~~ 
the test facility acquired Is not expected ord of retirements. In this ease the corn-
to be required f or other products of the pany does not have to compare the

The following examples are IllustratI ve contractor Although the facilit y will last sample to subsequent yesre to determine
of the prov Isions of this Standard. ten years, the contracting parties may if disp osition has occurred. As in ~x am-

(a) X. Y. and Z com panies purchase agree In advance to depreciate the (ccli- pie t I l  above the sam ple Items are traced
Identi cal milling machi nes to be used for Ity over six years . to prior year-s to determine the year in
similar purposes. (C) Contrac tor acquires a building by which acquired.

Il Company X estimate s servi ce life donation from It.. local Oover nment. ~~~ 
4 3 )  A company maintain s retirement

for tangible capita l assets on a m di- building had been purchased new by ~~~ l’e( or-ds which show acquis ition dates .
vldu al asset basis. Its experience with other co mpany and subsequent ly ac- The comp any should select a sampling
similar machi nes is that the aver age qufred by the local Oovernrnent. Con- lime period which , preferably, Is Hg-
repl acement period is 14 years. Under the tractor capitalizes the buildIng at Its fair n rautt~ ’ longer than the anticIpated
provisions of the Standard , Company X value. Under the Standard the depreci- life of the assets for whi ch liv es are to be
shall use the estimated service life of able cost of the asset based on that value estim ated. The comp any would then
14 year, for the milling machine unless may be accounted for ov er its estimated select a random samp le of Items retIred
It can demonstrate changed circum- service life and allocated to cost obj ee - In each year of the samplin g time period
stances or new circumstances to support Lives In accorda nce with contr actor ’s cost and tabulate sac at retir ement.
a diffe rent estimate. allocation practIces. 41 A company maint ains only a rev-

(2) Company Y estimates service Iii. ~f ) A major item of equipment whi ch orci of acq~iisi t Ions fo r each year. The
eomp~nv should select a random samplefo r tangible capita.) assets by grouping was acquired prior to the applicabilit y of of Items acquIred In the most recent corn-assets of the same general kind and with this Standard was est Imated , at acqu lsi- plete year and detc rmln~ from currentsimilar service li ves. Accordin gly, ad lion, to have a service life of i2 years and records or observations whether eachmachine tools are accounted for as a a residual value of no more than 10 per- item is curren t ly In service. The acqu ist-singl e group. The average replacement cent of acquIs itIon cost . After four year, 
~~~~ ~ each prior year sho uld be sam-life for machine too ls (or Company ‘I IS of service , durin g whIch time this Stand- p~~ in turn to determ ine if sample Iteme12 years. In accordance with the pro- ard has become applicable , a ‘hattie In are cu rrenliy In servic e . This samplingvisions of the Standard. Company Y the production situation results in a well- shou ld he i,erfo rm ’ml for a time periodshall use a lIfe 0( 12 years for the acqul- supported detenni natl on to shorten the SIgrSIOC*ntI7 longer than the antk’tpistedsitlon unless it can support a different estimated service life to a total of SCVPfl lii . of ass ets for whIch the lives are toestimate for the entire grOUP. year.. The revised estimated residual be catablished, hs t can be discontinued(3) Company Z estimates service lif , value Is t 5 percent of acquisitIon cost . itt the point at which samp le items nofbr tangib le capItal asset s by groupin g The manual deprec iation cha’g,e based longer appear in current use Itisom the

asset , according to use without regard on this particular asset will be cp~ru’ dat a obtained, mortality tables can beto service lives. Accordingly , all macbin- priately increased to amortise the re- constru cted to deter mine average asset
en and equIpment Is account ed for as a malning cost , less the cur rent estimate of lIfe.
single grOUP. The average replacement residual value, over t he remaining three 5) A company does not maintaIn sc-
life for machinery and equipmen t In years of expected usefulness. This change counting revor~is on fully depreciated
Company Z Is ten years. In accordance Ia not a change of cost accountin g prac - 

~~~~~ ~~~~~~~ prop erty recor ds are
with the provisions of the Standard , tice, but a correction of numer ic esti - maIntained , and such records are re-
Company Z shall use an est imated service mates. The requ Irement of I 400 50 11 tam ed for three years after disp os it Ion
Ut. of ten years for the acquisition un- for an adjustment pursuant to ~cct iofl of an asset In group s by year of diaposi-
Ices it can support a different estImate (a) (4 ) 3) of the CAS clause does flOt lIon. An analysts of these retir ements
for the entire group , apply . may be made by selectin g the larger dol-

(b) Company X desires to charge do- (g The support requIred by I 409.50 tar items for each category of assets for
predation of the milling machine do- (e) can, in aLl likelIhood , be derived by w hich Liv es are to he determined ‘ for
scrib ed in at directly to final cost ob- sampUng from almost any reasonable ex unnie. at. least 75 perc ent of the sc-
j,etlves. Usage of the milling machine f ixed asset record s. Of course, the more q uisii.in n values retired each year) .
can be measured readily based on hours complete the data in the records which The cases lIed above are only exam-
of operation. Company X may charge do- are avail able, the more confldence there iHes and many other examples could have
pred ation cost directly on a unit of tIme can be in determinatIons of asset service been used. Also In any example , a corn-
baits provided he uses one depreciation lives. The foLlowing descriptIons of tam- pany s IndIv idual cIrctlmstances must be
charging rate for all like milling ma- pling methods are iliustra lions of tech- considered in order to take Into account
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IULES AND UGULATIONS 4267
p~sekble bIased results because of
changes in organlsatlons. products, as-
quisitlon policies, economic factors, etc.
The reaults from example (g )($) . fo r
instance, might be substantially dis-
torted it the three year period was un-
usual with respect to dispositions. There-

• tore, the examples are Illustrat iv, only
and any sampling performed in compU-
ance with this Standard should take into
account all relevant inform ation to as-f sure that reasonable results are
obtained.

~ 
400.70 Eiienspllue.
This Standard shalt not apply where

compensation for the use of tangible
capital assets is based on use allowances
am provided for by the provis ions of
Federal Management Circular 73-8
Cost Principles for Educational Insti-
lutlons) . Federal Management Circu lar
74-4 (Principles for Determining Costs
Applicable to Orants and Contr acts with
Slate and Local Oovernmenta . or other
appropriate Federal procurement regu-
lattoos.
5 409.80 Eff.ctiw. Jul. .

• (a) The e’ective date of th is Cost
Accounting Standard Is t R.serv.dI.

(b) This Cost Accounting Standard
shall be followed by each contractor for
all tangible capital assets acquired on or
after the start of his next fIscal year
beginning after the receipt of a contr act
to which this Cost Accounting Standard
Is applicable.

Aarwua SCxocsnau’r.
Izecetap e Secretary.

Fit Doc .’T 5—2026 Filsd t-25—75;S~~46 cml
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APPENDIX D: DCAA QUESTIONNA I RE

• QUF.STt(~~ :MRE TO D F rJIU : AVA 1LAMLITY AND
CONT ENT OF CONT RAC TOR FIXED ASSET RLCORD S

1. Describe briefly the vnriou s typ c~ of fixed asset r ecords maintaine d
by th e contractor.

2. Is the date of asset or asset group acqu isitioit shown in the fixed
asset records?

A. - All owned assets . 
-

B. Some owned assca c . Explain . 
-
.

C. None
_____________________________

3. Is t h e  date of asset or asset gi~oup disposition shown in the
fixed a~~ ct r ecords?

A. All owned assets •

B. Some owned assets . Explain.

C. None
_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

4. Is the acquisi tion cost fnr Lndividt’~1 asn.ts or asset groups
silown in the fixed asset records?

A. All owned assets 
— .

3. Some owned assets . Explain.

C. None
_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

5. The Standard provides that estimated service l ives need not
include the period when an asset or asset group is retained for
standby or incidental usage after the expiration of its useful
life. Jxp lain briefly the ~exrent the contractor ’s records show
•uch informa tion.

• 6. De*~cribe briefly the contractor ’s policy on the retention of
fixid asset records. In your description , piease indicate whether

- significant data , such as asset acquisition dates , asset disposition
dates , et c., are e1imin~ted from the fixed asset records ;

A. Af ter assets or asset croups are fully deprec iated but prior
• % to rctii~cmcnL . 

‘ -

1. Af ter assets or asset groups are retired .

—  -

. 

- 

~~~~~~~~~~~~~~~~~~~ . _ _  ~• •~~~± ~•
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_ _ _ _ _ _ _ _ _ _ _ _

________________________ —

7. Descr ibe the status of the con tr a ctor ’s fix ed asset records:

A. Records ar e adequate to deter mine service lives. ‘

1. Records are available but re quire analy sis to dstsrm ine
service lives. 

-

C. Records are unavailable.

H- 
• 

- 
. 

. 

• 

.
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APPENDIX E: THE SURVEY QUESTIONNAIRE

8 June 1979

Dear Corporate Controller ,

I am a graduate student in f inancial management at the
Naval Postgraduate School. Enclosed is a brief questionnaire
to collec t data for a mas ter ’s thesis concerning the impac t of
Cost Accounting Standard #409 (Depreciation of Tangible Capital
Asse ts) on the defense industry.

The promulgation of this standard on depreciation (CAS #409)
by the Cost Account ing Standards Board in 1975 concluded extensive
research and rewriting that included two exposure drafts in the
Federal Register and subsequent Congressional review by committees
of the Senate and House of Representatives. A review of defense
contractor and trade association respon ses to the exposure drafts
and testimony given at the Congressional hearings indicated interest
by a significant segment of the defense industry. The purpose of
my thesis and this questionnaire is to examine many of these issues
and to assess the impact of CAS #409 to date.

The enclosed questionnaire is designed to be completed at
the cor pora te leve l and to reflect the views of industry. If you —

woul d li ke to amplif y your answers or make additional commen ts ,
please attach continuation pages and make re ference to the que s tion
to which comment s apply. Responses will be held in strict confidence.
I assure you that responses will be used only for the purpose of
th is researc h , that individual responses will not be made available
to anyone , including representatives of U. S. Government agencies ,
and that resul ts will be presen ted in tabula ted form only and all
references will be non—attributive . A return envelope is enclosed
for your convenience.

If you have any questions about this survey or the questionnaire
or would like a copy of the survey results , please con tact Jac k Kline ,
SMC# 2214 , Naval Postgraduate School, Monterey , Cali fornia 93940 , or
call me at 408-649-2536 (leave message).

In advance , I would li ke to thank you for your assistance in
this research.

Sincerely yours,

J. C. KLINE
LCDR SC USN
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QUESTIONNAIRE TO ASSESS THE IMPACT
OF COST ACCOUNTING STANDARD #409
ON THE DEFENSE INDUSTRY

I. RESPONDENT DATA:

1. Please indicate the approximate amount of total annual sales for
your company in millions of dollars.

50 Respondents $ l~6.4 billion
2. Please indicate total sales to the U .S .  Government in millions of

dollars.

50 Respondents $ 16.3 billion

3. Please indicate the percentage of sales reported in response 2 that
were CAS-covered prime contracts and subcontracts. -

C-

‘¼

&~. Please indicate what percent of cost of sales to the U. S. Govern—
ment is depreciation expense. -

II. THE FOLLOWING QUESTIONS SOLICIT THE RESPONDENT’S OPINION REGARDING
VARIOUS ASPECTS OF CAS #409 AS PROMULGATED. RESPONSES- SHOULD BE
FROM THE CONTRACTOR’S POINT OF VIEW.

5. Please indicate the clarity with which CAS #409 communicates its
requirement. (Circle one) -

Very 
~~ 

Fairly ,27~ Margina1~.y Fairly Very No
Clear Clear ‘ ‘ Clear (1L+) Unclear ~-‘~ unclear 

(2) Opinion (0)

6. Please indicate the effect on the control o~ cost during contract
performance provided by CAS #409. (Circle one ) -

Increased (1) No 146~ 
Decreased No

Control Effect  ‘ ‘ Contro l ( ) Opinion ( 1)

7. Please indicate the effect on the visibility of depreciation data
provided by CAS #409. (Circle one)

Increased (10 ) No Decreased No
Visibility Effect Vi sibility (2 )  Opinion (0)

- 8. Please indicate the effect of CAS #409 on the frequency of Contractor/
Government disagreements. (Circle one)

Increased (3 1) No (14 ) Decreased ( 1) No
Frequency Effec t Frequency O pinion

9. Please indicate the effect CAS #409 has had or is expected to have
on contract negotiation . (Circle one )

Made No Made More No
Easier Effect (22)143 Difficul t (2k ) Opinion

_  
- - - 5 - -

- - - - 5 - - - - —  i _ ._~~~~~~~~__ _ 
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10. Please indicate the effect CAS #409 has had or is expected to
have on contract administration. (Circle one)

Made NO Made More No
Easier (0) Effect (24 ) Difficult (24 ) Opinion ( 2 )

11. Please indicate the effect CAS #409 has had or is expected to have
on auditing. (Circle one)

Made No Made More No
Easier (1) Effect (11) Difficult (37 ) Opinion ( l )  H

12. Please indicate the effect CAS #409 has had or is expected to have
on contract settlement. (Circle one )

Made NO Made More No
Easier (1) Effect (3.8) Difficult (29 ) Opinion (2)

III. THE FOLLOWING QUESTIONS RELATE TO YOUR COMPANY’S EXPERIENCE IN
IMPLEI’ENT .LNG THE STANDARD.

13. Please indicate the method(s) of depreciation commonly used by
your company for (a) defense contract costing, (b) financial
accounting and (c)  income tax reporting before and after imple-
mentation of CAS #409. Where more than one method of depreciation
is used , rank in order of significance (for example 1,2,3).
Note: Data reflects
Responeents’ primary (a)  (b) (a)
method. Contract Financial Tax

Costing Accounting Reporting
Depreciation Method Before After Before After Before After

Straight line .~3 2L ~~2_. _&L ..L.

- ‘ Declining balance 12 25 24

Sum-of-the-years digits .2_ .2_ _Z. ..2~..
Machine hours 1 3. 1 1 0 0

Unit of production 0 0 0

Other _ _ _ _ _ _ _ _ _ _ _  
1 1 1 1 4 4.

14.. If your’ answer to the previous question indicated a change in
depreciation method, what was the approximate implementation cost?

Only three respondents reported change $ Insignificant

15. Prior to CAS #409 what method or procedure was used for determining
useful life? (Check as many as applicable )

a. 10 Historical experience
b. ~r IRS asset “guideline lives”
c. W’ Engineering estimate
d. 2~~~ Estimate of economic life

- 

- 

e. ~~~ Other (specify ) _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _
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1.6. When CAS #409 was promulgated, did your company have adequate

records to calculate historical service lives of depreciable
assets ? Yes~ ,~~ N O 3~~

a. If not, what data were l acking? (Check all that apply)

(1) acquisition dates
(2 ) acquisition costs
( 3)  ~ 9 record of standby or incidental use
(‘i ) B disposition dates
(5) ~~~ historical records not retained to permitstatistical sampling
(6) 

••..~~~ 
other (specify ) 

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

b. What were the approximate implementation costs of analyzing
these records , if they existed , or develo ping them , if they
did not exist?:

29 Respondents reported $Mean:$llO,690 Range:$2—l’,500X

a. What are the estimated continuing annual costs of maintaining
these records?

23 Respondents reported $Meanz$~4,6?4Range:$1-50OK

d. Briefly describe the actions taken to develop the necessary
recordkeeping to comply with the Standard *

I

17. CAS #409 provides for adjusting historical service lives to
reflect circumstances expected to influence and shorten future
lives . Has your company modified service life estimates under
this provision? Yesj~~ No~ i
(a) - If yes , what has been the basic criterion?

(1) 3 Change in expected physical usefulness
(2) T Change in expected economic usefulness
( 3)  T~ Other (specify ) _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

(b) Has ~ Ts been generally acce~ptab1e to government contracting
officers and auditors. Yes i.

~ No~(1) If not , please comment _____________________________

(c) In your opinion, have government contracting officers and
auditors received adequate written guid~~ce to ~valuate
contractor service life estimates? Yes -’.-~ No.~L

18. CAS #409 requires service lives of assets to ~e based on individual
company experience. In your opinion, is this “tailored” approach
more equitable than a fixed schedule of service lives app~~cab1eto all contractors (for example , the IRS Guidelines )? Yes± No~~~

19. CAS #409 provides that unique assets that are expected to be
useful only for a particular contract- can have their service lives
adjusted to reflect these circumstances. Has your experience to
date with contracting agencies or auditors indicated any problems
with this provision? Yes ..71

NoJ~.

~~~~~~~~~~~~~~~~~~~~~~~~~~~ ~~~~~ L
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20. CASB Chairman Staats stated that the total impact on contractor
cash flow “would not occur until the full cycle of asset replace—

- 
ment is completed. ”

a. Will CAS #~O9, as implemented , have the effect of reducing
your company’s cash flow? Yes 

~~~ No 31
(1) If yes , what is the estimated average annual dollar

amount?
9Respond ents reported $ Mean ,~ 33c3K Range:$25—25 00 UK

b. For your company, how many years will it require to complete
a “full cycle of asset replacement”? *

21. CAS #409 was criticized as having a negative impact on profits,
capital formation and investment . Have subsequent changes to
DoD profit policy (weighted guidelines ) and CAS #414 (Cost of
Money as an Element of the Cost of Facilities Capital ) mitigated
the impact of CAS #409 on profitability and cash flow?
Yes l~ No 3].

22. Though the requirements of CAS #409 were phased and asserted not
to affect contracts until 1978, did the Standard have any negative
impact on your company’s capital budget and investment decisions
when promulgated? Yes 2 No 44

• a. If yes , to date what is the estimated amount of investment
not undertaken as a result of this Standard? $ Not Quan tified

23. Has CAS #409 affected the proportion of new investments financed
by internal cash flow as opposed to new external financing?
Yes 

~~~~~~~~~ 
No ~6

24. Have you required additional amounts of government owned facilities
for contracts or do you intend to do so as a consequence of invest-
ment disincentives in CAS #409? YesI... No~L

25. a. Has the promulgation of CAS #409 caused your company to limit
or reduce participation in Government contracts? Yes 2 No~~4

b. Has there been a reluctance or refusal by your smaller sub-
contractors to participate in CAS..covered contracts as a
result of this Standard? Yea S NO~~L

26. Has your company experienced any disputes with procurement officials
or aud).tors regarding implementation and compliance with CAS #409?
Yes 2° No 2~
a. If yes, what is. the general nature of the dispute?

(1) j j  Recordkeeping requirements
(2) Service life determination
( 3)  Depreciation method
(LI.) 

— 
Other (specify ) 

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _
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