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technical effort not sponsored by or required in the

pexformance of a Gover.ment contract.> Department of Defense
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E{ '{gg;;‘w“b*rectzve 510b 96, in compliance with the Axrmed Services

| - é;?;écurement Regulations and Section 203 of rublic Law 91-441,

iﬁ ; states the policy for recovery of contractors' costs and

- { outlines t Agﬁfcedures for administration of contractor-

3 ‘ R/ 3

g- initiate r6§‘3rch and develop%gﬁ\ébffort.

E1 : <':Evfnt::'c::versy over thé DOD polzcy &szfgnte£§bjz;;und<¥wem£:::>
1

3 ;

P ! \mamnjggznts. {1) The value of I& D to tie Government-

’{j; § i S

Ef : counsidering thé expenditure involved; and (2) the appropriate=-

E N - - . ) =

é? i ness--of the present method of recbyéry of costs considering

& ' 4

b

% : other poss*ble alternatLVes’) DOD and iudustry mutually

3 } e e

54 ; <:agree that IR&D fosters -competition aud lﬁaependence while

3: c0ntg;cut1ng to the tecgnplogy base of the ifation and the

request in turn brought ocut comment from Government agencies

1 stability of fhg Defcﬁge—industﬁy;

B : i .

31 ' “In 1973 Congress requested an in-depth investigation of
E - ]
% the IR&D program by the Goverument accounting Office. This

and industry orzanizations. The GAO report in June 1975
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Senate hearings in September 1975. A unanimous opinion was

4
7
b
3 not obtained and recommendations ranged from elimination of i
: IR&D to reduction in constraints under the current policy. %
1.
3 The GAO also reviewed 14 alternatives to the present |
3 i
56 reimbursement method. In doing so, comments were solicited f
if ) from knowledgeable parties. The Council of Defense and Space f
J ]
¥ : Industry Association (CODSiA) provided industry's view of %
§ Z advantages and disadvantages of each. CODSIA concluded that §
?, { a system without constraiuts except for reasonableness and §
: : ) ) ) i
5 5 allocability is best. Sufficient rationale has not been :
§1 - generated to make it obvious that any major modification
5 ! , L
3 ! o o {
é‘ : to the present IR&D policy is desirable.
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SECTION 1
INTRODUCTLON

Iandependent research and development (IR&D) is contractor
technical effort which is not sponsored by or required in
performance of a government contract or grant. It includes
‘basic and applied research, development, and systems and
other concept formulation ;tudies. ‘

Contractor's initiate and direct'IR&D:p:ogramé,unde:
policy established by the Department of Defense and other B
5ovefbment agencies, The IR&D technical eﬁfort is of mutual
benefit to bcth the contractor and the government. The
contractor's primary benefit is tﬁézachievemént of a competi-
tive position in a technological area. From the géVernment's
standpoint, IR&D supports LOD's responsibilities which
include assuring éaintenancexof quality and level defense-

related technology to insure national security for the future

and effeciently acquiring the needed defense systeiis capability

at minimum overall cost to the government,
Regarding LOD policy, contractors' IR&D costs -have been
recognized in some form since 1940.(Ref. 4; p. 4) FPolicy has

evolved, but so has concern from some government circles for

the value received from this policy and for the administrative

_practices employed in carrying out the poliéy.

The purpose of this report .is to recognize the curreat

major issue of cost Versus benefit and the alterndtives to

FECT/V D AR ST UE S BT NS SRR OWRT YT T

S e e e . s

o e e mm—

pu——

e S R A o A Tt © e s 4

S e o s ——— s

APk e S s
I

'

. , : |

' ' | '

i




b e it i g s
-~ 1 N
. B e - .

T T T AT SR E

R TR A

T P

Yy

RPN 4 T Y awwsﬁ'{wwmwm TR W,..fv"‘

TR

|

DOD's independent research and development policy and

administration. Although there has been active concern

over IR&D practices in the past, IR&L is more controversial
i now than ever before. In recognizing the major areas of
i controversy, this report will review the positions taken
by Congress, the Department of Defense, other involved
goQornment agencies, and industry. ‘ _

Section 11 contains a review of the current IR&D policy.

The issues and responses related to the value or benefits
of IR&D are discussed in Section IIl. Section IV describes
alternatives to the present method of conducting an IR&D 7

program. This report concludes with a summary in Section V.
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SECTION II
IR&D POLICY

Department of Defense Directive 5100.66 (Ref. 1) states

the DOD policy for the recovery of the costs of contractors'

IR&D programs and outlines procedures for administration of !
contractor IR&D programs in compliance with the Armed Services
Procurement Regulation (Kef. 2) and Section 203 of Public Law
9l-441, (Ref. 3) The directive indicates DOU recognition of

IRSD as a necessary cost of doing business, particularly in a

S st - o B byt S S matan, wae R

‘high technology environuent.

[

In compliance with the Armed‘Se:viCGs Procureanent
Regulation (ASFR), DOD seeks to:

l, Assure the creation of an environment which
encourages development of innovative concepts for
Defense systems and equipment which -complement
and oroaden the spectrum of concepts developed
internally to. DOD,

2. Develop technical competence in two or more
contractors who can ti.en respond competitively
to any one requirement DOD seeks from industry. {

3. Contribute as appropriate to the economic ‘
stabilization of its contractors by allowing

each contractor the technical latitude to develop
a broad base of technical products. : i

2.1 Management of IR&D:

DOD Directive 5100,66 establishes the framework for ‘the

zmanagement of the IR&D program. A IOD IR&D rolzcy Council

has been formed to provide DOD policy and guxdance essential .
to efficient administration of IR&D activities. This includes
!
{]
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determination of the level of support required of DOD, IR&D
goals, assurance of valid potential military relevancy of
contractors' efforts, negotiation policies, and response to
Congressional inquiries.

‘The Policy Council members include the Deputy Director
of Defense Research and Engineering (DDR&E) (Chairman),
Assistant Secretaries of Defense for Comptroller and
Ingtallations and Logistie§ (I&L) and the Assistant Secretaries

for R&D and IiL for -each military service.

2.1,1 Technical Evaluations
The DOD Directive requires yearly evaluation of con-
tractor submitted technical plans to evaluate the technical
quality of the contractors' IR&D program and to determine
the potential relationship of projects to a military function
or operation. Additionally, on-site reviews are to be con-
ducted with each contractor at least once every three years.
An IR&D Technical Evaluation Group (TEG) was formed to
establish criteria, methodology, and quality ratings of
contractor IR&D programs. DDR&E appoints the chairman of
the TG who, with a designee from each military Department
(IR&v lianagers) constitute the Group., The TEG designates
the lead Military Department for -each contractor, establishes
technical plan formats and schedules, and otherwise provides
guidance and procedures such as to the Defense Contract

Administration Services for negotiations of advance IR&D

A s S s S W Pt N o A o e £ S s
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agreements.,

The IR&D Managers designate )Milltary Department
organizations responsible for contractor evaluations and

are responsible for the on-site reviews.

2.1,2 IRSD Data Bank

The IRSD Data Sank is a centralized computer-based
information source at the Defense Documentation Center.
It contains data on each IR&D project described in each
contractor's technical plan. The Data Bank is used by the
DOD components in coordinating contract R&D and Military

R&D programs.

2.2 Allowability of IR&D Costs

Allowable IR&D costs include all direct costs and all
allocable indirect costs except general and administrative
(GSA) costs., Difect and indirect costs are determined on
the same basis as if the IR&D project were under contract,
IR&D costs -are recoverable by contractors as indirect costs
on generally the same basis as general and acdministrative
éxpenses; When the G&A base does not provide equitable

cost allocation, the contracting officer mey approve use of

a different base by advance agreement.

Any contractor wihich received payments in excess of
$2 million from the DOD for IR&D and bid and proposal (B&P)
is required to negotiate an advance agreewment which

establishes a ceiling for allowability of IR&D costs for
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the forthcoming contractor's fiscal year. Advance agree-~
ments may be negotiated with contractor profit centers (which
contract directly with the DOD) which recover more than

$250 thousand in IR&D and bid and proposal (B&P). For
companies incurring less than $2 million, recovery formulas
are established based on IR&D costs to total sales or other
acceptable base.

Contractors which meet the $2 million threshold must
submit technical and financial data to support their IR&D
rroposal, The advance agreement is negotiated on the basis
of the TiiG's evaluation of the proposal. IR&D projects,
whether costs are recovered by gdvgnce agreement or formula,
nust meet tiae test of potential military relationship (ZMR)
to military function or operation. Responsibility for this
determination has been assigned to the Technical Evaluation
Group. )

ASPR, in compliance with Public Law 91-441 permits
appeal of decisions of the contracting officer to reduce
IR&D payments. £Zach iiilitary department has established an

Appeal Hearing Group composed of representatives of the
Assistant Secretary for I&L (Chairman), Assistant Secretary
for R&D and General Counsel. Hearing Group determinations
are final and conclusive at the DOD level. |

2.3 Congressional Reporting

.

Public Law 91-441, Section 203 requires the Secretary of

€
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‘ Defense to submit an annual report to the Congzress. The
report includes:

l. A listing of those companies with which IR&U
, negotiations were held together with the results
. of negotiations.

2. Defense Contract Audit Agency statistics on

IR&D and B&P payments made to major defense

contractors, and

3. The manner of DOD compliance with Section 203
: and any major policy changes proposed to be made
; by DOD in the administration of the IR&D and B&P
! PrOgrams .
-
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! | SECTION 111

i - CURRENT IR&D ISSUES

3 f. The controversial issues regarding DOD's policy and
Ef : implementation of the IR&D program are centered around two
Ei & main points:

éj 1. Do the DOD expenditures for IR&D result in

?g benefits to the governmant and, if so,

; 2. 1s there a better way to handle IR&D programs.

57 Discussion will first center on the benefits of IR&D
%j in this Section. Section 1V will address alternative

%} approaches to 1R&D. .

3 R

i 3.1 Benefits of IRAD

g; The Department of Defense considers its support of

%1 IR&D as necess@:} to maintain a strong, creative and

%5 competitive technology-tased industry; an industry capable
é{ ofkfioviding:néw concepts and rapid—fesponses:td-defensef7
5{ needs. The specific DOD objectives are:

; l. Continued availability of technically qualified
ég ; contractors who are willing and able to meet DCD

%t 1 needs.,

%5 ; 2. Reduced costs through technically competitive

f proposals.

; ? 3. Superior military caquilities through a choice
%{ 5 of competitive technical options originating in

o e e .
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IR&D éroéréms.

.Contractors view IR&D ag e;sept{éiﬁgg they are to remain
competitive in existing business areaé-and to achieve a
competitive position in a new technology area.

" Individual contractor objectives are:

L. Abllity to respond quickly to the needs of

the .customer,

2, Submit cost compeéitive.bids based on cé:rect

essessment of technical risks, and

3. Provide greater technical excellence in

proposals, -commensurate with -cost eand :schedule

goals.

Objectives 6f the two principals appear to be compatible
end little disagréement exists between the two parties.

However, question of cost versus benefit has been addressed

by Congress, \
3.2 Congréssional -Concern

During the Senate debate on the Fiscal Ye&i 1974
Mfyitgry Procurement Bill, Senator william Proxmire iﬁtroduceé
an emendment which, ;; acopted, would have reduced IR&D and |
B&F funds 5x_50 percent. The amendment was subsequently
withdrawn and a requést was made to the Government Accounting
Office (GAO) to conduct an in=depth investigation of the

underlying assumptions and the overall justification of the

9
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i IR&D program. (Ref. 13)

%E: In their concern over IR&D, Senators Proxmire and

i‘% Thomas McIntyre stated:

E e ~ “The subject of ii&D has been one of

| continuing interest, and the sustained high

2 level of expenditures is not consistent with

- the recent trend of Department of Defense . .
| purch:ses from tie Procurement and Research,

£ Developinent, Test and Evaluation appropriations.

£ A primary objective is to establish a better

o balance between these elements, and to insure

=g that due consideration is given to sound business

E‘f and accounting practices but consistent with the

28 best interests of the government,*

;E; : The Senators questioned the benefit to the government

§ { and requested specific examples of IR&D contributions from
gf industry.

= f .

K The GAC completed a partial report to Senators Proxmire
g i and liclntyre in Augusy 1974 and finalized their effort in
él? June 1975, During this period of time, and subsequent to
g{i the final report, numerous positions have been taken by

§§° Government and industry groups regarding the benefits of
=L -

I IR&D. Additionally, Senate hearings were held in September
g%g 1975 which brought out many more views on the value of the
?‘7' i

Ez , IRSD program,

g

T

EX: 3.3 GAO Conclusions

?%f* In general terms, the Government Accsunting Office said
| ! ) :

% § that IR&D expenditures were in the nation’s best interest to
éf; promote competition, advance technology, and foster economic
] 10

i
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growth, (Ref. 7, p. ii) 1In an attempt to define specific
IR&D projects traceable to their ultimate use, GAO found
that it typically takes from 10U to 20 years for IR&D efforts
to reach fruition. An investigation of near texrm projects
over a S-year-period revealed that they had not become
specific developments., However, an examination of one
company's recent high-technology proposals led GAO to
conclude that company generated IR&D projects had been used
in developuent of DOD systems, that technical alternatives
had been offered, and that the company had relied on IR&W
to develop products for DOD.

GAO looked into DOD's Pgojecg Hindsight to compare the
effectiveness of IR&D efforts with gther,R&D efforts funded
either in-house or by\COntraqt. Project Hindsight involved
analysis of successful R&D events and their relationship to
weapons systems developed before 1963, . GAO's review found
that IR&D -expenditures, of just over 2 percent, accounted
for 5.7 percent of the events leading to e#plorg;ion of new

technical concepts.

3.4 Tri-Association lndustry Study

Industry, through its spokesman, the [ri-Association
(Aerospace Industries Association. of America, ilectronics
Industries Association and llational Security Industrial

Association), makes the point that IRxD explores and
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AL GO g i SRl Ml A AR s L e A A . JA




; demonstrates the technical capabilities which have the

§¥ .potential of meeting the DOD long-term functional require-
?‘ ments. (Ref. ll, p. 17) Great innovations, although an

g . important part of IR&D, contribute only a part of the total
t ; value of IR&D. The valuable products of IR&D include:

- 1. Technology Advancement--the maintenance of a

competitive capability in key technologies. All

IR&D is not aimed at, nor ultimately results in,

o ———

the design of products for sale to a broad
spectrum of customers. It is, more often, directed

towards attaining or maintaining a specific

capability.
1 ’ 2, Systems and Other Concept Formulation Studies--
a vital element in defining and refining require-

A

ments essential to new or improved defense

systems,

3., Successful Failures=--of value because they

g ST S T 1 R ST | 1T T | T T SR wW\'WWW" TR 4]
5 e o v . f ORI N e -,

demonstrate at low -cost that a given approach

i B e 20 i o oobi b A e

to resolution of a problem is inadequate or

uneconoinic.

’ 4, Innovation of Superior Systems--the major

portion of IR&D aimed at evolving systems or

T T T ST 1T T

: nardware at -either significantly improved
5 ,
. I performance, lower costs, or both.
; ,
; .
S 12
- : _
g {
: :
2

*

[ S e P L o . .

TSR N TS

o

WA WL T g L A, e e S Yt T AT B e AN,

o S ot e 5 et e g 0

S T e i i 05 A v s tam

s oo




T T Reality
i v e v b . o i i P e e 1

T

st e et e

A PO {75 T A A
;

T T

WP AR id

e e o oy

d
T
z
£
:
%E’

FTTUE, ST G TR [T ISR ) YV T,

v B D e A

.-

T e e 2 Yo B L T o b e g
..

v lw

‘ .
rwm Ui 2y SRR
I

In addition to value, Tri-Association discusses the
vital nature of independent or contractor-initiated research
and development, Independence permits a contractor to
apply his resources selectively to those technologies in
which his ‘capabilities are highest and which from his
broad experience and objective perspective will benefit the

government most,

3.5 UDefense Science Board Analysis.

~ The Defense Science Board (DSB) Task Force on IR&D was
chartered by DDR&E to reassess the fundamentals concerning
IR&D and E&P. The task force members were primarily from:
academic institutions and non-aerospace industries. Their
results were reported in March 1975.

The DSB Task Force's first conclusion was that the
major benefits from IR&D are derived principally from the
"I", namely the independence of choice and execution by
the contractor. (Ref. 10, p. 13) Virturally everyone the
Task Force talked to, as well as -the members themselves,
believed that IR&D plays a role in meeting LOD needs that
is at least highly important if not absolutely necessary.
The Task Force recommended that Competitive Technical Effort
(CTE=-a new acrorym to describe iR&D and B&?) be accepted
as an essential compcnent in the maintenancé of a

competitive industrial base responsive to DOD needs. And

13
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since the ultimate benefits of IR&D accrue to the government,

the Task Force said that the government must pay for the cost
of then,

3.6 Senate Hearings

Fiearings on IR&D were held before the Subcommittge on
Research and Development of the Committee on Armed Forces
and the Subcopmittee on Priorities -and Economy in Government
of the Joint Economic Committee on 17, 24 and 29 September
1975. sSenator licIntyre presided at the hearings; Senator
Proxmire acted as cochairman, Prior to the hearings,
Senator Proxmire stated his feelings that hopefully a final
solution to the IR&D problem of the past S'Years would
result from the ‘hearings. The primary concera of the

Senator was the lack of data equating benefits to cost.

3.6.1 Defense Research and Engineering

As Director, DUR&E, Dr. MMalcolm Currie stressed the
willingness of DOD to support independent research and
development because ''the returns to the Nation are greater
than the investment it involves"., (Ref. 9) He stated
that in 1974, on the average, 92 percent of all IR&D projects:
were directly relevant to DOD interests while, on the average,
DOD paid only 39 percent of the cost of thg IR&D effort
incurred.

14-
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Dr. Currie further indicated that the - DOD has been able

. —— =

NASA, like the GAO, was unable to demonstrate clearly

% X to maintain a competitive technology and military posture

§~ in tines when defense RDI&E effort and overall investment

§" in force modernizaticn has been reduced, only because of

éi the productivity of a system based on the competitive

%i process. Dr. Currie asserts that IR&D, and the independent
éj aspect of its management by industry is absolutely fundamental
g; to*a—competit{ve industrial capability and an indispensable
%i element to DOD's ability to maintain a broad national base
%j of superior technology and military capability.

%i 3.6.2 iational Aeronautics and Space Administration

?; NASA's views on IR&D are quite similar to. DOD's views.
é NASA believes that the independent character of the activity
%% is a prime motivator of new ideas and new technology which
%i support and drive’ their mission. (Ref. 12, p. 237)

!

that the measurable benefits of IR&D are worth the cost.

. rx‘px L

; Kenneth Woodfin, Assistant Adaninistrator for frocurement,

stated that the difficulty in identifying IR&D benefits

[PYSU—

and rewards was due to the trial and error nature of the

‘ activity, the natural time=lag between IRLD and practical

-
- -

e

application and tne synergestic flow and movement of knowledge.
NASA did provice a series of 29 specific examples of

IR&D projects that resulted in significant benéfits to

¢
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#2joOr programs. It was carefully pointed out that these

®xamples were not to be interpreted as the only good

Yeceived fronm IR&D., Senator Proxmire indicated that the
liat of examples looked pretty imposing but was critical
of the fact that specific cost dollars could not be

associated with each technological e:ample.

3.6.3 Energy Research and -Development Administratién

In neither size nor complexity does ERDA's involvement
‘with IR&D begin to approach that of DOD (or even MASA).
tiowever, EZRDA's policy and p:ocedufe with regard to the
IR&D is similar to that of DOD.

&RvA, an R&D agency, places great emphasis on demonstra-
tion of the commercial feasibility and practicality of a
variety of processes and technologies. At ERDA, the stress
is placed on all -available means, including IR&D, to develop

-enerjzy sources and tecanologies.,

|
] .

%i : Raymond Romatowski, Assistant Administrator for.

?f Administration, indicates that competition is ‘essential to
- |

3 . - . . .

%l ZJA operations. There are energy sources competing for

¢ )

5@ . attention and use and there are competing congepts within
%7‘ - -

4 : . . R . . : .
g . eaca different energy source., IR&D is an important mechanism
i ;

3 ' to maintain the competitive eaviroanmeat.

} ' In response to a question pertalnzn& to the adequacy

1 ) of the usc of more direct con:*acc;no from sr. Hyman Fine,
- : 16
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Subcommittee on Research and Development Professional Staff
Member, Mr. Romatowski responded, 'That assumeﬁ a Government
intelligence equal to that which goes into the composition
and substance of ell IR&D programs in the private sector.

1 don't think we are that smart." (Ref., 12, p. 613)

3.6.4 Western Elecfronics Manufacturing Association

Dr. Kenneth QOshman, on behalf of the Western Electronics
Manufacturing Association (WE}A) endorsed the principiles
expressed by the Council of Defense and Space Industry

Associations (CODSIA). They are:

1. The Congress and all Government agencies
should understand and fully recognlze in their
actions the vital naturg of LRmD in support of
our national interests.,

2. The right of industry to exercise
management discretion on the content, and the
amount of IR&D should not be abridged by arbitrary
laws and regulations,

3. ‘The Government should be motivated to
encourage industry to increase IR&D effort.

4, ALL Government departments and agencies
should employ a common policy and practlce of
allowability of IR&D costs (independent of the
agencies' ﬂarocglal interests), vhich recognize
their true nature as essential business -costs.

5. The Congress should recognize that IR&D
costs are not commodities to be purchased=-or not
purchased=~but rather are normal costs of doing
business. tRef. 12, p. 617)

The importacce of Dr. Oshman's stand is that WA

represents 730 companies--the majority of which are small

.
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to medium sized companies. He contrasted the importarice of
IR&D with the value of independent R&D to a small company.
He concluded in an example of -a new, computer oriented
company by stating the two important benefits of IR&D to

the Goveratent.

1. IR&D supported by the Government
produces effective results at a fraction of
the cost of UOD supported by R&D contracts.

2. There can be substantial and cone

tinuing cost and performance benefits from

IR&D. Through continuing ix&D, there‘are... .

dramatic improvements in the performance of

products while greatly reducing the cost.

Dr. Oshman further notes that because IR&D programs
profoundly affect the ability of a company to serve its
customers and therefore gain new bhsiness, the programs
tend to be "highly leveraged". That is, they are assigned
.top quality technical talent and achieve high management
visibility. As such, they tend to be highly productive,
which means the Government gets &n—unusuglly good bargain

in the money invested in IR&D.

3.6.5 TIri-Association Ad Hoc Committee on IR&D

lr. -Thomas iurrin, testifying as Chairman and on behalf
of the Tri-Association, covered specific aspects of the study
alluded to in Section 3.4 ir. Murrin's comments were confined
to Ewo—general—areaSs-the crucial dependence of our national

economic health on adequate R&D expenditures and the role
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that IR&D play; in the total picture.

It was pointed out that industry has contributed a
growing percentage of the total national R&D=-~incrcasing
from 33 percent in 1965 to 43 percent in 1974. [During the
sane period, the Government R&D expenditures—h;ve dropped
from 62 to 52 percent of the total. The industry R&D
expenditures have become increasingly burdensomg.beéause of
the depressed business climate in which virtually all of the
aerospace industries are operating. It was further pointed
out that relative to national secuffty, DOD-directed R&D
has actually been trending downward when measured in
constant dollars. At the same time, the Soviets are sub-
stantially increasing their military R&D investments and
now»excged the United States by 20 percent in current military
R&D expenditures.. (Ref. 12, p. 642)

In similar terms, there has been a significant reduction
in IR&D allowances accepted by DOD in recent years~-
down from 51 percent in 1969 to 40 percent in 1974. Today,
DOD's annual costs for IR&D are only one-twentieth of the
RDT&E budget and about l,S,éercent of the total national
R&) effort. Yet, over the years, IR&D has contributed
invzluable advances to the nation's gecurity and to the
national technology base.

To illustrate the lomg-term benefits derived from IR&D,

Mr. Murrin cited an example Oof electro-optical research which

1%
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dates back to the 1940's, The effort, initially supported
golely by industry funds, was continued with support from
DOD. The research effort led to the development of photo-
sengitive imaging tube technology, some of which is just
now entering the military inventory.

The Tri=Association also presented 48 examples of
beneficial IR&D. Specific DOD end-items, in the four
categories of technology advancements, components, subsystems,
and majc > systems were traced back to contributions from IR&D.

The representatives of the ‘Iri-\ssociation discussed
&dditional benefits derived from IR&D and categorized them
as:

K

1. IR& stimulates competition and
creates tecihnical alternatives for satis-
fying government requirements,

2, IR&D provides major contributions
to the national technological base and helps
avoid costly technical surprises in later
development and production phases.

3. IR&D provides more technology per
dollar in that the work is done independently
by the contractor and not surrounded with
the. same degree of costly administrative
complexities required by goverament -contract
performance,

4, 1IR&D permits diversification of a
company's product mix to enable the company
to meet its changing customers' needs.
3.6.6 Office of jlanagement and Budget
The Office of Management and Budget (CnB) statement

20
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g B indicates that one cannot, either in advance or in retro-

é spect, establish a precise coste-benefit relationship for

g ) each dollar spent in IR&D accounts, The Hon. hLugh Witt,

? ;, Administrator for Federal Procurement Policy, stated tiat

éé IR&D merits must be examined on the basis of an evaluation

%f of technological advancement, enhancement of competition

%5 and curreunt business arrangements with industry. (Ref. 12,
gi pP. 759)

%i Regarding technological advancement, the Office of

Ef Federal Procurement Policy (OFPP) independently examined

%% one area (the laser) in which great strides have been made

%i to assess its beneficial applications. They found, without
g; doubt, that the nucleus of most ¢f the technological advance-
g% ments was accomplished under IR&D. Mr. Witt stated that IR&D
%é 7 provides a nigh motivation for innovation and improved

%i quality of technological output for the public good.

gé Competition is enhanced by permitting and -encouraging

;% industry to indgpendently—bu:sue alternatives to Governmént
»

g} specified solutions. By considering alternatives, competition
3% is broadened with a high potential for cost effective

gi § solutions using jnnovative technology to fulfill Government
52 needs. To drive home his point, jur. Witt quoted Senator

£
£
3

Proxmire from his appearance before the Subcommittee on
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concerning major systems acquisition.
", , JIt is unwise to assume that government

laboratories in all cases come up with the best

designs and that these designs snould be foisted

upon private contractcrs for further developament,

It would be equally unwise to assume the reverse,

that the private laboratories will always come

up witi the best designs and that the only

function of the government laboratory is to

test these private designs. I would hope for

a more balanced implementation of the recomnenda=-

tions so0 that neither the government laborabories

nor the private laboratories are unfairly

restricted.,”

Related to current business arrangements, UMB believes
the Goverurent is getting one of its better buys througzh
IR&D. Statistics cited were that an invsstment of $457 million
by the DOD with some 90 contractors has provided the Government
with access to $1.148 billion worth of technology. With
recognition that 92 percent of all projects within the
$1.148 billion are relevant to military needs, the DOD is
paying 43¢ on the dollar for access to contractors' IR&D
efforts wanich have military relevancy. )

DCAA data shows that the Government allowed 78 percent
of actual costs tnrough the use of advance agreements and
ceilings., Considering also the allowability of B&P costs,
the difference between allowable percentages and the actual
expenditures equates to $289 million which contractors
cannot include in either direct or overhead charges. Thus,
this difference is taken out in profit.

s
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3.6.7 A Consultant's View

Mr. D. G. Soergel, Consultant, Public Policy. Research,
recalled during the hearings the acquisition policy of the
1960's known as total package procurement (TPP). A highly
detailed specification was used to obtain competitive
responses for undeveloped, untested syscems. Responsive
proposais required thousands of people in some instances
and resulted in tens and even hundreds of thousands of
proposal pages. IR&D and L&P expenses became a significant
indirect cost element, New procurement policies since 1971
stress the use of competitive prototypes. Mr. Soergel
stressad that the totality of IR&D and B&P expenditures
needed to qualify and compete in a Government érogram
reduces as competitive entry is moved toward the start of
an acqqisition»yrbgram;

lir. Soergel further recognized that the old TPP policy
permitted contréctors,§0—carry conceptual designs further
into the product development cycle using IR&D expenses.
He advocates that under the new. policy, independent develop-
ment effort should be eliminated, and acconplisied on R&D
contracts. f(his, he claims, will elimipate 90 percent of
the IR&D. expenditures, Although independent development
is not being achieved, independent research is the technical

activity which -nas true benefit to the Government.
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Mr. Snergel recognizes that independence -is needed at
least in the conceptual design phase and in the nonazplied
sciancas and technologies. This means that IR&D expenses
will not go ;way, but only get smaller. R&D contracts
are recomuended to reduce tne development portion of IR&D.

(Ref. 12, p. 790)

3.6.8 An Independent View _

Dr. Franklin Long and Dr. Juditlh Reppy of Cornell
University define themselves as two scholars concerned
about the effectiveness of the nations's program of military
research and development. After investigating the contribution
of IR&D, they conclude that Congress should look either at
alternatives to the IR&D program, or at modifications. In
their opinion, IR&D should be replaced by appropriately
budgeted “level of effort" and exploratory R&D contracts
within the RDT&E programs of [OD. (Ref. 12, p. 703)

Dr., Loag aad Dr. Reppy encountered real trouble in
trying to ascertain the benefit of IR&D due to- lack of
available data on total IR&D expenditures, companies involved
and amounts of recovered expenses, the character of the IR&D
program, and the adequacy of the military evaluation of
individually proposed IR&D programs. lany of the proposed
benefits from proponents of IR&D were refuted by Drs. Long

and Keppy:s
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1, fostering independence The major contractors allocate

very smmll amounts in their government divisions for their

ia-house efforts. Oaly about 6 percent of the total military

B&D done by these coatractors can be thouzht of as truly

independent. fThe effective network between contractors and
DOD personnel provides a two-way flow of information on LOD
needs and industry capability. A large proportion of contracts
resulting from IR&D projects suggest that risks associated

with the defense industry are not being borne by the contractor.
2,

010 ical Ease A survey

of major IR&D contractors indicates that a little over a
third of the IR&D Program can be identified as basic ar applied
research. These are the categories that presumably coritribute
to the technology base, The majority of IR&D funds are thus
spent on short run developmgnt Projects aimed at winning new

-contracts.

3, Fostering Competition As long as IR&D costs .are

re covered through existing contracts, the program will tead

to preserve the status quo, irhibiting both exit and entry

in the industry. The IR&D&program:discriminates against

pPotential new suppliers in favor of established sources,
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: fr 4. gContributions to Stability in the Jefense Industry :
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£ ;
i % .
1 25 |
,\p‘ s t _ ’1
' ; !
: ?
. ! ) B - B
- _ ,L» i Smem— ——




T

TR, g E T

,, T T
B S S P Y-

B RGN TR
5

i
v e v ———

RTHEI | 5T

—

Y

] T AT
i oot st e v il 7 e

e T e

(U S

WA, T

o, TR TSRS "0+ SFESER SN T
h A 3 i
i s e Wt vy o o

o

-

L R e i N e e

G P S

PR, g T [TV RN B ORTeT, 21
Ee e —

’

[y

C AT - A e - N I B .. R e

stability of the defense industry. However, since funds

for in-house R&D in nondefense firms come -out of profit,

IRSD payments are an implicit addition to the profits of

the defense firms. Additionally, since a substantial portion
of :ﬂe facilities which the military contractors use have
been supplied by the Government, the rate of return on
invested capital is much more favorable to the dgfense

companies.

3.6.9 Admiral kyman Rickover '

Admiral Rickover presented strong opposition to the DOD
independent research and development program claiming it is
ill-founded and wasteful. (Ref. 12, p. 687) As others have
attempted to list examples of IR&L projects that have resulted
in benefit to the DOD, Admiral Rickover presented a list
of important devélopments obtained through direct .&d funding,
lie stated that the: issue is not whether discoverizs have been
made under IR&D, but whether the Defense Department -can afford
to pay $1 billion annually for contractors to spend as they
see fit, in hopes that DOD will at some future unspecified
date beneiit from such expenditures. Admiral Rickover further
criticized the expenditures for IR&D in light of other budget
cuts due to a snortage of funds.,

In his testimony, Admiral Ri ‘kover claims that IR&D
actually inhibits competition. Lis contention, similar to

26
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that of Dr. Long, is that since the largest defense contractors

l 1. The present system of DOD payments for
IR&D and RB&? expenses should be eliminated.

Ei | generally receive the largest IR&D payments, this helps thea g
Q! . to perpetuate their dominant position in the market, g
% ; By the same token, Adiniral Rickover argues that IR&D %
8 ‘ narrows the modern industrial technology base. This is due E
;4 ? to the fact that large defense contractors receive large i
?; IR&D subsidies, smaller contractors receive smaller subsidies E
%, ; and firms without defense contracts receive no subsidy. Also, f
% : the Admiral claims that IR&D has no relationship to the United §
év : States. lead in technology. g
1 Specific recommendations from Admiral Rickover -are: ;

g
— e o’y

TR

2. The DOD should allow costs of IR&D !
projects only when such cozts are specifically i
provided in the contract and then only to the ;

: extent such work benefits the contract work {
i ;
o 3. The DOD should receive, in the name of %
3 the Government, patent and data rights comnen= :
9 surate with costs financed by the Government ] i
: on indepencdent research and development projects. H
T : ’

S 3,7 Consensus ’ i
é § Consensus of Qpinion—that there is real wvalue to IR&D

1 3 ‘ 7 ]

< . is not unanimous. Those connected with the Departuent of

- 1

- l . - . 3 - . L3 - - -

g{ g* Defensé or closely associated with IR&D within the Government

v : i
t 4 are convinced that IRSD is a necessary cost of doing business

E, g and indispensable. Industry believes that IR&D is vital; !
1. ’ - :
4 - . '
% ' 27 %
= - .




- n o em—

[Z

et

E

E, _
)
3
£
T

;

3

g‘f;

£
3
s
E

§
i

" T
HE

e s . Al B e W SR S 2

o

iy

TR WS T

L e U

| e

R R 8

iy o P i

] NP PO T g ™ o TP ] 50
i . r—

arm

P
.

e+ 5 L i < % R R S o St Y AR e S
.
Py

absolutely essential to the procurement system as presently
pPracticed. 3oth DOD and industry recognize the benefits that
have been derived through IR&D in the past.

The GAO strongly endorses the concept of IR&D and
generally supports the manner in which it is administared by
DOD. The GAO wa§~not,however, able to determine whether the
benefits of IR&D are wo:*h the cost.

There are also indepegdent views which quesﬁion the worth
of IR&D based on knowledgg of the cost of the program or on
lack of knowledge regarding individual project bgstégqu
measures of value“&éfﬁbD; same‘iﬂéép;ﬁéééféﬁiéé;;gﬁ%%ﬁ?‘ oo
modification to thé prsgrgg; one View:favsgs é;ﬁ;l;te elimina=~
tion of IR&D. ‘

It appears that all parties have now been héard frome~

it's up to Congress to decide.
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IR&D ALTERNATIVES

Contractors' IR&LD costs are currently reimbursed throuzh

overhead--this has been the procedure since IR&D was first
recognized as an allowable cost. (Ref. 4, p. 80) This
practice is similar to that in commerciasl enterprises where
R&D costs are recovered as part of the product price. The
same is true for competitively priced DOD fixed price
contracts.

Alternatives to the present method of reimbursement of
IR&D- costs have been proposed andipiscussed over the years.

Serious consideration of alternative recovery methods was

stimulated by Senators Proxmire and jficIntyre in their letter

to the GAO. (Ref. 13) The GAO was requested to include
alternative recommendations and a response to specific
questions on changes to IR&D in their in-depth iavestigation

of the subject. Subsequently the GAO sent a listing of 14

alternatives to a number of knowledgeable persons for comments.

They received responses from one industry association and

18 individuals representing Government, acadenia and indust<y.

Additionally, a number of Government reports, industry paprrm.

and Senate testimonies have acdressed the subject. This Section

will summarize tne various opinions on the major IR&D cost

recovery alternatives.
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4.1 Status Quo

As in any situation, the first alternative is to do

nothing, that is, maintain the status quo. A recent industry

study used the following national objectives to evaluate

mecnods of haadling IR&D costs. (Ref 14, p. 3)

l., The security and ecomomic well-beiug
of the United States which in large measure
depend upon a healthy, dynamic and creative
defense/space industry. Lssential to these:
goals is the coatinuous advancement of U.S.
technology.

2., The procurement of a multiplicity of
Governanent needs inclucing defense weaponry by
‘methods and processes wiltich foster ratier Chan
undermine the competitive free-enterprise
system upon which our national econouy is based.

3. The Government acquisition of its needs
within the budgeted amounts for tnat purpose.
This requires product pricing that includes all
of thne legitimate and necessary costs of con=
ducting a prudent business, but at the same
time reflucts cost-effective design, develop=
ment, and manufacture of those products at the
lowest seasonable price.

Appraigal of methods of reimbursing IR&D costs we:e‘basedfon
careful analysis of how well each supports, or fails to
support these general objectives. CODSIA found that the
present method, provided that thé potential military relation-
ship requirement is removed or appropriately modified, meeés
the bbjéctives reasonably well, After suudying the features

of the present method, CODSIA made some specific recommendations
for qqnsideration by the Congress, tihe .OD, and alll Government

agencies with whom industry does,business. They are as
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follows:

1. 7Th= requiremeat for potential military
relationship in sublic Law Y1-441l should Le
eliminated as unworkable.

2. The requirement for estatlishiag
ceilings on IR&D costs should be eliminated
because it is in basic conflict with stated
Government objectives to encourage comzpetition
and maintain a strong industrial capability.

3. Line items should not be established
in any eszency budgets for funding IR&D costs
as though these efforts were commodities to be
priced.

4. Any commnittee or agency -considering
“alternative methods” of fundinz IR&D.shculd
remember that IR&D are normal indirect
business expenses and should be fully recog-
nized in the pricing of Government coantracts,

8o that full allowance of the portion of IX&D

allocated to Government coatracts can keep the

U.S. Government on an equal footing with

other customers.

Thus, industry would prefer to see the current method
of l1R&D recovery modified to one of less coastraint. The
Defense Science Board Task Force, on the other hand, concluded
that the present procedure of reimbursement as an item of

indirect expense be continued. (Ref. 10, p. 12)

4,2 Elimination of IR&D.

As part of his testimony before the Senate subcommittees
investigating IR&D, Dr. Currie responded to Sénator Proxmire's
question, "What is the practicality of completely eliminating
Department of Defense paymzats. to contractérs for IR&D—and

B&P as allowable costs under Department of Defense contractsi™
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vr. Currie indicated that a disallowance of IR&D would lead

to a gradual reduction in the technical competence of companies
to propose and do work for the DOD. (Ref 12, p. 314)

Industry might initially divert profit dollars into IR&D
expenditures and seek many more technology conéracts. In time,
the stockholders would complain of lower earnings and direct
contract technology effort would sustain the technical
competence of only a limited number of contractors since

there is little or no redundancy in contractual effort. 7Zhe

long term effect, according to Dr,‘Currie, vould be to force

many current ontractors out of the defense businress. The

net effect would be a great iucrease in the number of sole
source procurement actions in early phases of system acquisi-
tion plus a very limited and essentially captive -defense
industry. .

The GAO responded to the identical question from Senator
Proxmire. They solicited comment from DOD which again said
‘that if IR&D were replaced dollar for dollar by direct
contract R&D, the added cost of contract -administration would
reduce tine R&D effort., DOD belié#és that much of the
capability of scientists in industry, educational instituﬁions,
and other non-Government orga:.izations would be lost to DOD
if they were not permitted the freedom tozpuréué‘concepts

they nave evolved, (Ref., 7, p. 48)
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‘ ‘ NASA took a similar position to that of Dr. Currie.

If IR&D costs were disallowed, contractors would attempt

.
!
:
b
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; to finance the cost of this work through profits. Since
? profits are uncertain, the resources available for IR&D.
{1 i would lack stability and continuity, and without this, R&D
:z - would be icefficient because personnel and facilities cannot
i; te programmned beyond the short term.
4 Industry responsc emphasized that DOD does not pay for
éé IR&D. It buys products and services which are priced to
é% include allowable costs, and only part of the IR&D costs
%% become eligible for consideration in <efense contract pricing.
;? Industry contends that the general level of defense contract %
;% profits is already low and that many fixed-price contracts ?
z% are loss -contracts. g
ég The [ri-Association emphasizes that there is no alterna- ;
g; } tive to tue perfofmancg of IR&D aqd?B&P¢-thesg—efforts are - %
§§ ' a metter of survival to industry. The work must be done i
%E ; and the cots must be incurred just like any other unormal cost 7 %
iﬁ of doing business. (Zef. ll, p. 27J v%:
§§ ; Some form of IR&D reimbursement is required by industry }E
;i ! to maintain a basis for competitive negotiations (nearly 70% 7§
f‘ f of all current précgreménts) of major weapons systems, ¥,
E{ ; 4,3 Direct Funding of IR&D '
%@ ; Three'QQestionszﬁosed by Senator Proxmire to DOD éqd»GAO '
%ﬁ % related to the practicability of eliminating or reducing IR&D ,
o |
gra | 33 ’ii}
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%i - reimbursement as allowable costs while providing some measure
é; of direct funding.
E ) Dr. Currie stated that concract implementation of IR&D !
g could only be used as a substitute for overhead recovery if
¢
g} ‘ the objective of IR&D were similar to directed R&D. He
5‘. .
F ’ maintains that this is not the case. The objective of RDT&E %
?? is to equip forces with the latest and finest material |
- ' possible. IR&D has the objective of maintaining a competent !
Ei and competitive base of contractors ready and able to provide f
£ - i
X material on a competitive basis. Unless laws .are amended g
f{ to eliminate the stipulation that competition is the primary §
E{ basis for procurement, contract implementation as a' cost §
?i recovery alternative to IR&D cannot be used. (Ref. 12, p. 314, i
Si", ) B ]
Ei DOD submitted a response to GAO on the subject of direct !
¥y . §
e funding and pointed out that DOD deals with approximately '
=1 B - f
£y | o - . . . . i
= | 2u,00u contractors, all of which incur BE&P expense and many |
}i of which inecur IR&D. Direct funding co so many contractors ‘
> : ]
%g would increase the negotiation, technical review and adminis-

;i : trative workload far beyond DOD's current IR&D and B&P mahage- !
51 ; ment capability. Also, direct IR&D support would reduce or

- ‘ e . . )

gi eliminate the independence factor which was considered to be

:: : ~ -

3 % one of the prime IR&D benefits by LOD and other Ik&w advocates.

- ] i
; i (gef, 7, p. 50, {
. 3 [ASA does not favor direct funding by contract or grant AR
éf % because of the potential loss of.inde¢pendence and flexibility T
3 t . ’
§ ! :
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inherent uader the present system, They, as did DOD, recognize

that administration would be inefficient and uneconomical,

LI s

LA L

There would be great difficulty in allocating funds among

the contractors in an acceptable manner

Industry reviewed several different direct funding

TR SN B

" RN e - )
! - J— o——— e e S S s s pond Al i s B "
e e e A e s .

alternatives, and rejected each., (Ref. 14, A major over-

riding concern was that any direct method of reccovery would

4..-
PR NG

undermine industry's independence and gradually decrease

the Government's procurement options. In exchange for a

small contracted task, a company would stand to lose its

P R

competitive edge over others. Any proprietary position waich
mizht have resulted from new technology would immediately be
forfeited. ‘ )

Another disadvantage -comion to éIl direct contract efforts

is that the total cost to the Government may increase as.

o T WA, TR T R "
e ’W"M'WW“W'W"W "":"'F:E’W"o"ﬁﬂw, i ™ A AATE "’x ety B wr
. .

: pointed out by the ©AO. The Government would have to pay
E‘ the full cost for any non IR&D effort plus additional
% ? administrative :costs due to the costs involved in awarding a
ii % contract,
gl i -Other coacerns and disadvantages of each specific
Z% f direct funding method proposed are given in the following
? 3 paragraphs,
. . 4.3.1 Contract for a Portion of the Contractor's IR&D Program
% Under this proposed alternative a ceiling would be
Er ; determined through advance negotiation. Technical evaluators
; !
E{ 35
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would then select projects from contractor's plans wuich are

believed to be worthy of direct R&D funding. A reduction

would be made from the IR&D ceiling and accepted projects

would compete for funding with other R&D programs.

GAO said that work by tiis agreement would be delayed
pending negotiation and award of contract. CODSIA further
pointed out that the necessity to compete for R&D funds would
mean some Oof the programs would not be funded, Further, in
a situation involving several high xisk approaches to solving
an important problem, would the Governmént éelection nethod
produce the risht ones? As Dr. Foster, former DDx&E Director
stated:

e in DOD are not, and must hot be so

complacent as to assume that we alone within

the limited Defense Kesearch and Development

community, have tae wisdom and ability to judgze
all thiese techmical projects and approaches

4,3.2 Direct Contract for Categories of Work

Since IR&D projects fall within bagically two categories,
namely independeni research and indepéndent development, the
manner in which they are funded by the Goverument would
depend upon the category in which they fall. All costs of
IR&D projects whicn concern ‘researchi' would be recovered by
the coatractor through allocation to contracts as overhead
costs.
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For deveclopment efforts, t.e contractor would submit a
listing of proposed development projects together with the
estimated cost of each project. After evaluation, the agency
would select those projects it wishes to direct contract for.
The contractor would have to bear the cost of pursuing any
development project for which it was not awarded a contract.

GAO and CODSIA generally agree that it would be difficult
to distinguish between research and development in all cases.
Probably 25% of all IR&D would be in the grey area, In
many instances work may be clearly developmental, but not
directed at marketable end items. Thus development effort
aimed at cost reduction or improved component parts with:wide
application would be subject to cémﬁete for R&D funds whereas
it seems tnat the purpose of this alternative is to exclude

ounly development of end items from IL&D.

4,.3.3 Level of Effort Contracts
This alternative for consideration involves negotiating
‘direct annual co:dtracts providing for a maximum level of

effort by the contractor in designated areas of R&D. Under

T e -
- el g
'

S et Mo s et s e

i
g this concept, tue contractor would not be required to okttain.

% 5 i < s . )

; § adva:.ce euthorization of its plans by the Government represen=

1 %

32 Y. - . . _ . _

5 o tative, but instead would have full freedom to conduct R&D |
3 " effort at its own discretion within a very broad scope (e.g.,

é } aircraft) of the contract, It would be required. to report
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to th Government at.the end of the contract year as to the
results of its efforts.

iiany of the problems addressed by both GAO and CODSIA
relate to adlitional administrative requirements and trerefore
costs and delays. fér instance, each agency would have to
fund and negotiate contracts witin the contractor. Every
agency would have to budget at least 18 months ahesd. Any
contractor cnanges to his program would likely require several
contracting officer approvals. Congress would have to review
this item as part of each agencyﬁs—annuél,budget request and
make -demands for justification.

Additionally, although a level of effort contract might
start with a broad statement of wgrk, successive negotiations
and application of agesncy relevancy tests would lead to more
Government direction of work to be performed. The .advantages
of independence is tiien lost and project -decisions ‘would tken
no longer be directed b, company management and scientific

personael.

4.3.4 Research §rait Programs

An IR&D grant prograimn could be.establisned to replace ‘the
present recovery process. (outractors wogld be encouraged to
purste IR&D o their own. If an area 0of research or develop=
ment appears fruitful to tne coatractor, ne would subamit a

pProposal for grant monies., Requests [Or grants could be
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generally stated and could be for work involviang several

[y

years of effort.

Again the costs related to a system requiring additional
proposals, evaluations, negotiations, aand preparation aad
processing of grant ianstruments will be substantial. But
a bigger point made by the GAQ is that contractors may be
reluctant to use their own funids for research if they are
not assured of gettiné,grant funds for further work. This
‘would have the same effect as eliminating or reducing the

level of present method IR&D.

4.3.5 Priority Basis IR&D Funding

Under this alternative, an interagency committee would
annually prepare a technical objective document which would
classify and describe the research and development programs
in whici DOD would have an interest in the next 5 years.

gach classification and/ot program would be assigned: a
value, stated as a pef@enc, to::eflect ‘the impofiance of
the “‘program as the committee views it, and the amount of
which the Governmeni would pay:

A contractor would know what percegt of his IR&D costs
would. be recovered based on the value assigned to the activity
or discipline investigated.

The major problems with this suggested method of funding

IR&D- as specified by GAO are:
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l. . Possible losg of technical base for areas of research
‘not classified by Government as es:ential.

2. Industry may be influenced by the Government as to
which :areas should have IR&D.

Any system wherein the Government determines which
projects it will reiwburse and to what extent would result
in the total elimination of indeperidence by the contractor..

CODSIA maintains—that‘priority gunding'would—essentig{ly
accomplish three things, none:- of which are in the best
interest of the Government:

1. COntréctors—would tend to flock to those programs
bearing a high percentage of reimbursement,

2. Companies unqualified in certain areas would neverthe-
less work in these areas to maximize reimbursement.

3. Areas—ﬁith low percentages or totally miscing from

‘the list would receive less attention than they deserve.

4,4 IR&D Recovery Through Profit Negotiations

An approach suggested is to eliminate the allowance
of 1R&D costs as an acceptable contiract cost and instead,
to include it as aia element of the contractér‘s profit., The
profit factor could be incornorated into the weighlited guide=
lines as used by DOD in negotiating contract prices., 1liis
method would recognize that the amount of lR&D incurred by a

- contractor is influenced by thé coatractor's long=-term

objectives and is subject to adjustment,
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Favorable comments to this approach include the fact
that advance azreements would be eliminated. Contractors
would have an incentive to eliminate unproductive engineering
efforts. GAO also points out that allowing IR&D as a prefit
element would not deprive the Government of assurance that
the contractor actually would continue to perform IR&D.
Contractors must continue effort over a long period to keep
up with competition or fail.

Industry bases their concern on the fact that profit is
defined as the excess of the :selling price of goods over
their cdosts. There is no basis for differentiatiing between
G&A type costs and other direct or indirect costs. There is
no legitimate or equitable rationélé—for broposing that IR&D
costs be rcimbursed through profit. -CODS1A points out the
7fact that both Government and industry agree in the conclugion

that profits earned from performing Governmént contracts

are significantly lower than commercial profits, Supporters
le this IR&D alternative believe that levels of profit would
increase, with appropriate increases in the statutory limits,
to reflect the IR&D expense. Recalistically, nowever, it

may be difficult for the hundreds of contractors dealing witn
‘one coﬁpany to provide a uniform policy and appropriate
increase on every contract negotiated.

Furtner concern centers arouad suocontracts. A number of

contractors with large 1:a&D programs recover a wajor part of
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the cost under Government subcontracts. Even if the
Government were to establish an equitable and consistent
recovery through profit program, there would still be no
assurance that prime contractors or higher tier subcontractors
also would do so.

Regarding cthe technical aspects, a profit recovery :
wethod would lead to a loss of technical visibility and ii.ter-
change. The Government would be less aware of what is being

done, by whom and how it relates to in=-house aid contractec
R&D.
4.5 Recovery for .enefit to Contract

This alternative allows for recovery of IR&: costs through

overhead but establishes limitations by negotiating cost

allowance on an individual contract basis.

{
IR&D would be allowable only to the extent specifically %
set forth in the contract, and then only to the extent the j
costs provide -a direct or indirect benéfit to the contract f

i
work. .

The advantage of this, the AEC method of IR&D recovery,
is that it reduces the Governéent's funding of contractors'
projects., It recognizes only the Govermmnent's interests and
abolishes the practice of subsidizing contractor IR&D,

CODS1A agreed and amplified the disadvantagés stated by
the GAO. liost had to do with the 'difficulties anticipated

due to a lack of uniform standards. Thée allowance of IR&D
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costg would vary on every coutract ws-itten because contract-
related projects would be different for each coantract. A
tgghnical appraisal of eveiy Iik&D project would be necessitated
in érder to identify any that may provide benefit to the work
of edch cortract. The admicistrative mechanism to achieve

this would be extremely costly, '

Another point made by GAO was that contractors would
have difficulty mgintaining‘continuity cf their IR&D prozxrams
under this alternative. They would have no advance knowledge
of which projects would be supported until after each contract
negotiation: Advance planning of IR&D programs would unot be

possible.

-

4.6 Recovery Based on Formula=Type Approaches

There are several proposed alternatives which would
simplify tne administration -0of IR&D and thereby reduce
adminigtrative costs and provide uniform procedures for all
con;:actors; The prinéip&l,altefﬁgtives in this group are:

1. A formula based on the contractor's prior years
experience. Currently the DOD uses a formula as an option for
contractors not mgeting the requirement for :egotiating
advance agreements, The formula would be applicable to all
contractors based on IR&D costs incurred over preceding

years with a perce:tage ceiling established.
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2. Recovery through a Contractor ijeighted Average Share
in the Cost Risk (CWAS) formula, The CWAS formula evaluates
and assigns weighted ratings to sales commitments of individual
contractors. Each contractor develops cost-incurred data on
its Government business, broken down by types of contracts
and on its commercial business. CWAS is currently available
to all DOD contractors on a voluntary basis.

The Tri-Association sees the merits of formula approaches.
in that they recognize the inherent economic constraints
present in today's competitive market to the extent that a
company:qualﬁfies. They add, however, that the regquirement
for establishing ceilings on IR&D should be eliminated because
it is in basic conflict witn sjatea Government objectives to
encourage competition and maigtain a strong industrial
capability, «(fef., 11,

‘Tiie major distVQntages from GiA0 seem to be the lack of
assurance that IR&D is relevant to the agenci'''s mission since
technical and relevancy tests would be eliminated. The formula
approach would not provide fé: inclusion of factors which
consider technical quality or effective management of IR&D
programs,

CODSIA, in genheral agrecment with GAO adds that the
viaﬁitity of a formula approach is highly variable depending
upon several factors, such as the mathematics of the formula

finally selected, the extent of flexibility allowed in its
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implementation and the nature of independent R&D work being

performed in the individual company.

4.7 o Constraints on Recovery--Except Reasonableness and

Allocability

This mathod contemplates the removal of all controls
and limitations on the recovery byrinduséry of its normal
costs of conducting IR&D e:sforts. Cost would be defined in
ASFR and would be allowable as overhead to the extent that
they are determined to be—reasonab%e and allocable.

Since this alternative retains the controls of reason=
ableness aad gilocability, in reality only the relevancy and
technical quality coantrols would be rémoVud. ‘The reasonable-
ness control with its negotiation and advance agreements
would be retained, so costs of Iix&D should not iicrease.
Retention of the IR&D data bark should minimize the reduction
in visibility to the Government of contractor programs.

The GAO lists .ne major advantages as reducing administra-
tive costs and providing contractors with maximum flexibility
in conducting their IR&D programs. One respondent to GAO
claims tnat this method is most likely to foster the kinds
and amounts of IR&D necessary to achieve naticnal economic and
social objectives while insuring the work is efficiently
maanaged and performed. 7

As can be anticipated, indu§try is ‘highly in féyor or
this alternative which essentially represents DOD's position
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ard procedure during the 1960s until the enactment of Section
203 of Public Law 91-441l. The Tri-Aasociation contends that
full reimbursement puts the Government on an equal fouting
with all other company customers. Anything less represcnts

a subsidization of the U.S. Government by American industry.
CODSIA concludes:

£

"Now more than ever, aconomic and social needs,
as well as -our national security, demand the

elinination 'of any governmental practices which
inhibit the performing of IR&L necessary to secure
our freedom, curtail inflation, improve the state
of the economy, overcome environmental problems, and
cure social ills. This method is the most likely
to foster the kinds and amounts of IR&D necessary to
achieve those objectives while, at the same time,

assuring that the work is managed and performed in
an efficient ma:.ner,®

«

Those in disfavor with a recovery method without constraints
anticipate greatly incrcasing IiLd costs. They claim there
would be a step increase because DOD coatracts would get a

full allocation of contractors' expenditures which are greater

“than ceilings presently being negotiated. Secondly, the-

competitive advantage to be gained by coantractors through
increased technology would drive IR&D costs higher than they
are today.

Others iadicate tnat after-the-fact evaluation of
reasonableness essentially abandons aay idea of effective

control, dir:ction or screeuing. Congress would never accept
tnis. X
46 ,

LERR™Y

. md ce  rge

b R Y St e =

. S o s 8%

o ey A i A a3

TSI




n o A T—— 2

|
[

JUPTE.

i

- A TP
L YT T P MR TR R T 7 T prmew WA TR T :f"iﬁ’-“"”" ”'“Q PP TR i
i b e M 1 i i A e b A

T T T P

o e ——— S Mooy et b e

oo
e e b B 1= T v

e 1 TP R BT 0 R Hre
by

Pl

e g . A e e e R Sl 4

SIAr, PRATAT T T

AT TS TP
———

1, v
.

—

, -
iy e - s

T - -

S e e e

ek
I
A

4.8 Present iiethod Versus Alternatives

The IR&D alternatives proposed by the GAO were reviewed
by & number of experts in Government, industry and academia.
Respondents did not agree on any alternative or combination

of alternatives as representing a considerable improvement

over the present method., In all cases, respondents found it

necessary to develop a set of criteria for evaluation of
the objectives or goals of the IR&D proposals. Obviously the
individual criteria established highlighted the interests

of each separate reviewer. Th: wmajority of GAO reségndents
explicitly stated that the present DUD method was preferable
to any of the proposed alternatives. Of the minc. ity -opinions,
one preferreu a formula .approach, two advocated direct
contracting variations,’and one the recovery method based on

benefit to a specific coatract. Industry clearly prefers a

reduction in constraiats, finding the present method without
PiR a viable situation, Tri-Association believes that
inherent economic constraints in .competition are sufficient
to control IR&D costs.

The GAO di:d not make a specific recommendation but did
suggest that the issue may only be resolved by a statement of
Congzressional policy on the Government's support or mnonsupport

of IR&D. Tnat*s where the issue stauds.
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SECTION V

SUFMARY

In the recent Senate hearings on independent research and

development, each and every testimony included a discussion
of the benefits or lack of benefits of IR&D. Additional
comment has appeared in position papers from:both Government
and industry. Opinion on the value of IR&D varies widely.
Those closest to the effort, DOD, NASA, ERDA and industry,
support it fully and insist that the benefits are real and
cost efiective. Those in a position of review, includiag the
GAO, OB and DSB Task Force endorse the program after careful
investigation., Independént views, and that of Admiral

Rickover, question parts or -all of the current IR&D program.

A personal conclusion from the comments and testimoniy is that

there are real benefits from IR&D. The true value takes
Yyears to- achieve, and is highly dependeut on a flow of
information from the Goverament. As long as the military

departments and otier Government agencies nontinue to coavey

their prese:nt deficiencies and long=term objectives to: industry

throuzh planning sess.ons and tecnnology seminars, the independ-

ent aspect of research and development within i.dustry will
resultftn the application of contractor spzcialties to the
problens,
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Benefit is not the only controversial area. iajor iioward
Bethel's report, "An Overview of DOD Policy for aad
Administration of IR&D" covers the primary issues surrounding
technical evaluations, relevancy, patent and data rights, and
others. In consideration of all of these probfgm area,
scveral alternatives to the present IR&D recovery method
have been proposed. These have been reviewed by industry
and Goverament representatives. There does not .appear to
be sufficient rational to deviate much from the present
system;. It provides a reasonable balance in equity to both

the Government and industry.
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INTERVIEWS:

K

1. Dliajor Howard Bethel, Air Force, Congressional
Activities Office, Jentagon

2, Lieutenant Golonel Richard Hartke, Air Force,
SAFRD, lRaD Executive Secretary, Feutagon
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