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ABSTRACT

On May 5, 1978, the Cost Accounting Standards Board issued a proposal
containing two possible alternatives for the allocation of the cost of
money associated with assets under construction. Alternative A would
require capitalization while Alternative B would modify a current standard
to include the interest on construction. This thesis examines the nature
of the commitment by a sample of government contractors to comstruction-
in~-process and the interest cost associated with this level of investment.
It then examines and evaluates the cost streams associated with each of
the alternatives and a hypothetical asset under construction account.

It was determined that by using present value, and at reasonable discount
rates, the differences between the two alternatives could be considered

immaterial.
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I. INTRODUCTION

A. PURPOSE

On May 5, 1978, the Cost Accounting Standards Board (CASB) issued a
staff draft proposal to deal with allocation of the cost of money associ-
ated with investment in assets under construction. Included in the staff
draft were two proposals for treatment of this cost. One alternative
would require the issuance of a new cost accounting standard (CAS) to deal
with the cost of money allocated to construction in progress. The second
alternative proposed amending the current cost accounting standard, CAS
414, dealing with the cost of money associated with assets already in use,
to include treatment of assets under construction.

The primary research objective here is to evaluate the two CASB
proposals in view of current policies to determine the possible effects
from their implementation on government contract costs. A related ques-
tion involves looking at the nature and formulation of the concept of

interest and its use in contracting.

B. LIMITATIONS

In order to fulfill the primary research objective both a hypothetical
construction account and actual financial data of defense contractors are
utilized. The hypothetical construction account is utilized in an example
to illustrate the cost streams associated with each alternative.

Financial data on construction in prcgress in defense contractors are
essential to the evaluation of the effects of the proposals. In order to
obtain this information annuzl corporate financial reports (10K's) sub-~

mitted to the Securities and Exchange Commission were obtained for a
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sample of defense contractors. These data were analyzed and the results
used in the analysis of the proposals. Data were not available for
individual contractors who operate as wholly owned subsidiaries of larger
corporations. In these cases the data for the parent corporation were
used. Financial data were sought from an original sample of 30 defense
contractors which had defense contracts equal to or exceeding $10 million
in 1978. Due to time constraints, only 25 sets of data were received in
time for evaluation and of these only 18 contained the information needed
for this study.

It is assumed that the reader has a basic understanding of accounting

and the areas of cost accounting and defense contracting in particular.

C. ORGANIZATION OF STUDY

In Section II, the concept of interest in economics and accounting
will be examined. Some of the fundamental similarities as well as differ-~
ences between the two areas will be discussed. Interest and its histori-
cal treatment in defense contracting will also be surveyed.

The next section will present the details of the two alternative
proposals for allocation of the cost of money cn assets under construction.
This will be followed in Section IV by a summary of comments received by
the CASB staff in response to their staff draft proposals.

Section V will present an analysis of the two alternatives. It
begins with the review and analysis of related financial data from a
sample of defense contractors. This is followed by the presentation of
the alternatives' effects on the hypothetical asset-under-construction
account.

Lastly, there is a summary of the data presented in the analysis sec-

tion and a recommendation for further research.
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IT. BACKGROUND

A. THE CONCEPT OF INTEREST IN ECONOMICS

The nature and casual relationships inherent in the concept of in-
terest have been debated in economics for over two hundred years. This
debate has centered cn whether a '"monetary” or "nonmonetary’ theory best
describes the nature and behavior of interest and interest rates.

1. Monetary Theories of Interest

Monetary theories of interest are by far the most prominent in
economic theory. By '"monetary'" it is meant to include any of a group of
analyses that introduce the element of money supply and demand at the
outset of the argument and generally deny that the features of economic
life can be represented through the use of a barter model [5;p.23].

The ''quantity theory of money" presented by writers of the early
18th Century is a good example of a "monetary" theory of interest behavior.
Here the value of money was defined as the amount one could expect to
receive when lending it (the interest rate) or when buying commodities
(the price level). Both of these factors (interest rate and purchasing
power) were seen to be inversely proportional to the money supply. That
is, interest rates and purchasing power would decrease as the money supply
increased and more and more money became available for lending or buying.
Also, both interest rates and purchasing power would tend to increase as
the supply of money decreased because less money would be available for
either lending or purchasing of commodities [6;p.15]. Later refinements
to the basic quantity theory of money, such as those by Cantillon, tended
to separate the effects of money supply on interest rates and price level

changes. On the basis of experience in the money market of 1720 London,
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Cantillon stated that "The Interest of (sic) Money in a State is settled
by the proportionate number of Lenders and Borrowers.'" [20;p.127]. There-
fore this relationship and not the money supply as a whole was viewed as
the driver of interest rates.

2. Nonmonetary Theories of Interest

While the monetary theories tie interest to the overall money
supply, the classical or nonmonetary theories tend to use the money supply
only as an intermediate step in a large "barter" type system. These non-
monetary theories are also characterized by the fact that their control
models contain no specific variables which take into account the quantity
or rates of use for money. These writings are almost exclusively des-

cribed as theories of "

profits", with interest considered as a part of
or type of profit.
One of the classical examples of a nonmonetary theory of interest

is a theory proposed by Nassau Senior called the "abstinence theory of

interest." Moffat in the Economics Dictionary explains the abstinence

theory:
If the cost of borrowed money (interest) was
zero, the demand for money would far exceed
supply because most people would rather have
their goods now. Therefore, for some to be
able to borrow money, others must make money
available through abstinence from current
spending - the interest they earn is compen-
sation for this abstinence [14;p.3].

A second example of nonmonetary theories of interest is the set
of theories based on part of the theory of distribution. In this example,
the economy is divided into four productive groups, labor, landlords,
owners of capital, and entrepreneurs, each with its own type of income.

These are wages, rent, interest, and profit, respectively. 1In the dis-

tribution theory, interest is the income paid to an owner of capital for
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use of this capital. Essentially, this interest payment is an inducement
to persons or organizations to part with money temporarily to allow other
persons, firms, or organizations to make use of it [3,6].

Ammer, in her Dictionary of Business and Economics defines inter-

est as "... the returns earned by capital, one of the factors of production

[2;p.3]. 1In both the monetary theories and the classical theories, interest

"cost" associated with the use of money or other resources.

is viewed as a
The use of money capital requires the payment of certain costs. In eco-
nomic theory there is no distinction between contractual interest payable
to lenders on debt instruments and interest payable to internal sources
such as owners' investment, depreciation charges or undistributed profits

[3;p.11]. These interest elements are viewed as necessary costs of doing

business and should be recognized as such.

B. THE CONCEPT OF INTEREST IN ACCOUNTING

Accounting is the function of measuring, recording, and reporting the
economic workings of the business unit for both external parties, such as
the stockholders or the Securities and Exchange Commission, and for in-
ternal users to aid in the management decision making process. While
the reality of interest is recognized in both areas of accounting prac-
tice, its treatment in each is often very different.

1. Interest in Financial Accounting

Financial accounting is concerned with the measurement and re-
porting of accounting information primarily to parties external to the
business entity. These interested parties include the business entity's
owners or stockholders, investors or potential investors, governmental
agencies such as the Internal Revenue Service and Securities and Exchange

Commission, creditors, and the general public at large [23;p.1]. The

12
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accounting information provided is available to aid in the decision-
making process and to enable both these external parties and the business
entity to measure the results after the business entity's past decisions
have been made and implemented.

In the context of financial accounting, interest is incurred
because of the time value of money associated with liabilities. Since
interest expense is a "rental fee'" paid to a lender (creditor) for the
use of his funds, for some period of time, it has traditionally been
viewed by financial accountants as an expense of the period in which
incurred.l It is important to note that financial accounting does not
recognize costs incurred through the use of equity capital as an interest
cost. This is in accordance with current generally accepted accounting
principles, which do not support the recording of interest on equity
capital as an expense of obtaining capital for the business entity.

Although Robert N. Anthony, in his book Accounting for the Cost of

Interest, states that both the "entity concept' and the "cost concept”
support the recording of equity interest as a business expense, this
practice is not sanctioned at present [3;pp.12-20].

2. Interest in Managerial Accounting

While financial accounting is geared for external reporting
functions, managerial accounting is concerned primarily with the pre-
sentation of financial information for use in internal decision-making

processes. As such, managerial accounting must be able to supply

1. An "expense of the period" or, as most often referred to, a
"period expense" is a concept which might need further explanation. In
general, it is any expenditure that is assigned to expense on a time basis
rather than on a basis of service yield or similar circumstance. Most
often this distinction is academic as the two bases coincide.

13
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information about specific individual segments of a business entity's
operations. This should enable management to make intelligent decisions
regarding the day to day operation as well as the long range operation
of the business entity. Due to the scope and nature of managerial account-
ing information, the use of interest is based more on its relevance to
individual decisions than on general principles. Unlike financial
accounting, interest on both debt and equity capital are considered [10].
In managerial accounting the interest cost associated with equity
capital is termed an "imputed cost.'" An imputed cost is a cost that
results from business operations and therefore a relevant cost to the
business entity but does not result in an actual cash outlay. This view
does not differ materially from the economists' definition of opportunity
costs. For example, if a contractor's investment in his business is
earning a rate of return less than the rate of return available from an
equal investment in some other area, such as high yield municipal bonds,
then this contractor is incurring an opportunity cost equal to the
difference between what his return would be by investing in the municipal
bonds and his current return on his business investment. He is incurring
this cost even if it is not and never will be stated in his books [21].
In capital budgeting, interest on both debt and equity plays a
significant role in the determination of the nature and types of capital
expenditures undertaken through its role in the determination of a cost
of capital, either specific or average, which is often used as a "hurdle
rate” for capital outlays. Investments which promise a rate of return
greater than the average cost of capital are considered acceptable, while
those which fail to meet the "hurdle rate' are postponed or discarded.

This procedure provides a minimum profitability criterion for capital

14




expenditures that meets or exceeds the weighted average of all available
sources of the company's funds. It is again important to note that the
cost or interest associated with obtaining funds through equity sources

is considered as well as the interest expenditures associated with obtain-

ing funds through debt instruments.

C. HISTORICAL TREATMENT OF INTEREST AS A COST

1. Cost or Profit?

Interest was first recognized as a cost in the United States with
the advent of the public utility commissions in 1870. In early court
cases, the courts made a definite distinction between interest as a cost
and the profit of the companies. No distinction was made between interest
associated with debt or equity capital [3;p.21].

In an article in the October 1916 Journal of Accountancy, W. P.

Hilton, the director of the Harvard Research Bureau, clarified the posi-
tion that no business enterprise could be profitable until all opportunity
and interest costs were met.

The Bureau has come to the conclusion that every
business, whether or not incorporated, should
bear a specific charge for interest on the net
investment - the amount which capital could earn
if invested elsewhere. No business is truly
profitable unless it yields the proprietor not
only a salary for his time, and rent for his
store, if he owns it, but also interest on this
investment [11;p.42].

The inclusion of interest as a cost of production was not widely
considered acceptable. In its 1918 yearbook, the American Institute of
Accountants, predecessor of the current American Institute of Certified
Public Accountants (AICPA) stated that:

The inclusion in production cost of interest on

investment is unsound in theory and wrong, not
to say absurd, in practice [19;p.110].

15
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2. Interest as a Capitalized Cost

The academic discussion of whether interest was a recognizable
cost continued with little attention to the practical importance of its
application. Not until 1973 did the AICPA, in its pronouncement on
accounting for retail land sales, indicate its acceptance of the capitali-
zation of interest on land inventory [3;p.24]. Other agencies, however,
have allowed the treatment of interest as a cost to be capitalized.

The Federal Power Commission and the Federal Communications Commission are
two examples of regulatory agencies which have allowed the capitalization
of interest on both debt and equity capital.

It is important to note that the Financial Accounting Standards
Board (FASB) has currently under consideration a proposal which would
require the capitalization of interest costs as part of the historical
cost of an asset which required a significant time period before it was
ready for its intended use. This will be discussed further in a later
section.

The motivation for capitalizing interest costs and other carrying
costs associated with long-range construction or land held for future use
is apparent for public utilities whose rates are regulated and calculated
on their asset base. The positive effects on financial statements by
raising asset values and at the same time raising reported net income and
earnings per share provides motivation for other companies and corporations
as well to capitalize interest costs where possible. Due to the lack of
consensus, even within industry segments, on the treatment of interest
costs, the Securities and Exchange Commission in its 1974 Accounting
Series Release No. 163 prohibited the capitalization of interest (with
exceptions) unless the company had previously been capitalizing interest

on assets of this general kind.
16
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Accordingly, the Commission concludes that
companies other than electric, gas, water
and those companies covered by the two ex-
ceptions in authoritative described liter-
ature above (AICPA Guides for Savings and
Loan Associations and Retail Land Sales)
which had not, as of June 21, 1974, publicly
disclosed an accounting policy of capitaliz-
ing interest costs shall not follow such a
policy in financial statements... after

June 21, 1974 [1;p.2].

3. Interest and Defense Contracts

For defense contract accounting, interest was historically an
unallowable cost but was considered by the government when establishing
the profit under cost-reimbursement type -contracts. On fixed priced
contracts, the government's position had not always been clear. Some
contracting officers had disallowed interest while others had allowed it
as a cost. Still others treated it separately or in conjunction with
other types of considerations when determining profit margins. With the
advent of the Armed Services Procurement Regulations, all interest and
related financial costs were specifically cited as being unallowable,
with the exception of interest that was incurred by a contractor because
of nonpayment of taxes resulting directly from actions of the contracting
officer [22;pp.126-127].

The Department of Defense's success in using profit as a motiva-
tion for contract performance had often been criticized. A profit
measure based soley on estimated costs was viewed as giving little
reason for a contractor to invest capital in cost-reducing equipment. A
1967 Logistics Management School report stated:

.. the present Guidelines applied on individual
contract negotiations tend to establish a lower
dollar profit objective for an efficient plant
with a large investment in facilities than it

would for a less efficient plant producing the
same output [12;p.93].

17




In 1971, a General Accounting Office (GAO) report also advised a profit
policy based on a capital investment formula [12;p.94].

Following a study in 1976 of defense contractor profit margins
and investment return, titled "Profit '76" [17], DoD instituted a new
profit policy which had the objective, among others, to stimulate defense
contractor's capital investment in modern facilities resulting in more
economical performance. Mr. Frank Shronty, Assistant Secretary of Defense
(Installations and Logistics) stated:

Over the last several years, the level of
contractor facility investment in Department
of Defense Contracts has been considerably
lower than in comparable commercial endeavors,
The reasons for contractor reluctance to
invest in modern machinery and equipment for
use on DoD contracts are many and varied, but
it is clear that some are rooted in present
procurement policy which fails to recognize
adequately (either in profit or as an

allowable cost) the facility investment which
may be required for efficient operation...

(45p.1].

Due to the Profit'76 study, several significant changes were
made to DoD contract pricing policy. An imputed cost of capital (interest)
for facility investment as defined by newly instituted Cost Accounting
Standard (CAS) 414, Cost of Money as an Element of Cost of Facilities
Capital, was considered an allowable cost on negotiated defense contracts.
Contractors' investment in facilities and equipment was to be recognized
in the negotiation and setting of a profit objective associated with

contract performance.

D. SUMMARY
In economics, interest is based on either a monetary theory, or non-
monetary theory. In both instances, interest is a fee, similar to rent,

paid to an owner of capital for use of his funds by the entrepreneur.

18
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Accounting has traditionally treated interest as an expense of the
period in which incurred and has limited it to the cost associated with
debt capital only. The cost of equity capital has not been considered
as an interest expense. Exceptions to these two rules exist primarily
in the regulated utilities, where considerations of long term construction
projects and asset based return on investment rate structures have promoted
the capitalization of interest expenses on both debt and equity on con-
struction-in-progress and land purchased for future use.

In Federal government contracting and DoD in particular, interest was
traditionally an unallowable contract cost. However, with the increase
of data supporting theories that the profit policy in use was in fact a
negative motivation factor for contractor investment and as a result of
the Profit'76 study, DoD modified its policies to include interest on
facilities capital as an allowable cost. It was to be computed under
the guidelines of CAS 414.

The current proposal under comsideration by the Cost Accounting
Standars Board, would extend the allocation of the 'Cost of Money' concept
to include contractor investment in facilities capital items still under
construction. The alternative methods for accomplishing this will be

discussed in the next section.

19
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ITI. THE APPROACHES FOR RECOGNIZING THE COST
OF MONEY ON ASSETS UNDER CONSTRUCTION

In a letter dated May 5, 1978, the Cost Accounting Standards Board
presented a staff research proposal considering the extension of the
concepts of "facilities capital"2 and "cost of money"” to allow recogni-
tion of contractors' investments in construction-in-progress (See
Appendix A). In order for this to be accomplished, two mutually exclusive
alternative proposals were presented. One, Alternative A, would require
the capitalization of the cost of money on such investments as part of the
acquisition cost. The second choice, Alternative B, involves the modi-
fication and extension of the current Cost Accounting Standard 414, Cost

of Money as an Element of Facilities Capital, to include interest on

assets under construction. While Alternative A would allocate these ''costs"

to future contracts when the asset was actually in use. Alternative B
would result in the allocation of these costs to contracts of the current

period. Each alternative will be presented in detail.

A. CAPITALIZATION OF IMPUTED INTEREST COSTS

1. Financial Accounting Standards Board (FASB) Guidelines and
Proposal

On September 18, 1974, the FASB Advisory Council recommended that

the subject of accounting for interest costs should be considered and added

2Facilities capital is defined in CAS 414 as the net book value of
tangible capital assets and those intangible capital assets that are
subject to amortization. Intangible capital assets are those assets with
no physical substance, have more than minimal value, and are expected to
be held by the entity for use or possession beyond the current accounting
period.

20
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to the agenda of the FASB. The subject was added to the Board's tech-
nical agenda and a task force of sixteen members from industry, academe,
the financial community, and the public accounting profession were
assembled as counsel to the Board in preparing a Discussion Memorandum

on the subject of accounting for interest costs. The question of capital-
ization of interest costs had never been fully resolved by any pronounce-~
ment of a standard setting body.

Prior to publication of its Discussion Memorandum, the FASB staff
made three surveys to ascertain what was the current practice in accounting
for interest. The surveys revealed the following facts: (1) Except in
the public utility and real estate development industries, interest is
capitalized by only a small number of companies. (2) The percentage of
companies disclosing the practice of capitalizing interest has grown in
recent years. (3) There is a broad range of industries in which companies
capitalize interest. (4) Construction-in-progress is the asset most
frequently associated with capitalization of interest. (5) There is no
general consensus among proponents as to how the amount of interest to be
capitalized is determined or reported in financial statements. (6) There
is no consensus on the method or criteria used to establish the length of

the capitalization period [9;p.99].

TABLE 1
Companies Capitalizing Interest

Number of % Companies
Year Companies Surveyed
1967-69 8 1.3%
1970 21 3.3
1971 25 4.2
1972 40 6.7
1973 34 3.7
1974 41 6.8
1975 47 7.8
Source: FASB Discussion Memorandum on Accounting for Interest Costs
21
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Table 1, developed by the FASB staff, indicates the growing
percentage of companies that are employing capitalization of interest
costs in their accounting systems. The data were based on a sample of
600 industrial or commercial companies [9;p.100].

The FASB Discussion Memorandum was published on December 16, 1977.
It sought comments on the applicability, clarity, consequences, imple-
mentation issues and costs associated with the three alternatives proposed.
These alternatives were as follows: First, account for interest on debt
as a period expense. Second, capitalize interest on debt as a part of the
cost of an asset when certain prescribed conditions are met. Third,
capitalize interest on debt and imputed interest on equity as part of the
cost of an asset when certain prescribed conditions are met. If alter-
natives other than those above were desired, comments relative to these
were also solicited [9;p.11].

On December 15, 1978, the FASB published an exposure draft of a
proposed standard on capitalization of interest costs. Given the Board's
opinion that any new standard be based on methods or concepts applied in
current accounting models based on historical costs, the Board chose to
adopt the alternmative of capitalizing interest on debt only as part of the
cost of an asset. The Board stated that interest is considered a part of
the cost of acquiring an asset when two conditions are met:

a. The nature of the asset is such that a period

of time is required to bring it to the condition

and location necessary for its intended use.

b. The period of time is significant [18;p.33].
The amount of interest cost that could be allocated to the asset is based
on the amount of interest applicable either to a specific new borrowing

associated with the asset or to an historical progression of borrowing
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until the average accumulated expenditures on the asset are matched with

these other less recent borrowings. In no case shall the amount of

interest allocated exceed the interest cost incurred by the enterprise
during that period. Interest would be capitalized from the time of the

first expenditure to the time that active development of the asset stops

[18;pp.4~6].

2. Cost Accounting Standards Board Proposed Standard - Alternative A

Alternative A of the CASB staff draft on Cost of Money as an

e b ke

Element of the Cost of Facilities Capital Under Construction or Develop-
ment (Appendix B) is to provide for greater recognition of contractors'
investment by a<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>