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ndertaking independent research and development (IR&D) and seeking new work are
necessary to sustain most businesses. A company that never developed a new product or
service, or at least improved its existing products or services, would not long survive. Similarly,
a company that never submitted a bid or proposal for new work could not hope to stay in
business for long. Moreover, the Government plainly benefits from advances in technology
and improvements in its contractors’ products. One need look no further than the military
victories in Afghanistan and Iraq to appreciate the value of IR&D. U.S. military forces enjoy a
technological superiority unparalleled in the history of warfare. There have been tremendous
technological gains since even the 1991 war against Iraq. Perhaps not surprisingly, these
advances were made during a period that saw an increasing liberalization of the allowability
rules for IR&D. Encouraging Government contractors to engage in IR&D enhances U.S. national security and strengthens the defense industrial and technology base, thereby increasing America’s dominance in the global economy. If you are a contractor, the Government also
benefits from your obtaining new business, whether Government or commercial, because it
expands your allocation base and thereby reduces the Government’s costs. Nevertheless, the
cost principles governing the allowability of costs have not always allowed the full cost of
contractors’ IR&D and bid and proposal (B&P) efforts.
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(1) basic research, (2) applied research,
(3) development, or (4) systems and other
concept formulation studies; and (b) not be
“sponsored by a grant or required in the performance of a contract.”8 Under the Defense
FAR Supplement, there are additional limitations for “major contractors” that in the preceding fiscal year allocated more than $11 million
in IR&D/B&P costs to Department of Defense
contracts or subcontracts in excess of the simplified acquisition threshold, excluding fixedprice contracts without cost incentives.9 If you
are a “major contractor,” allowable IR&D/B&P
costs are limited to projects determined by
the cognizant Administrative Contracting Officer to be of “potential interest to DoD.” 10
Projects of potential interest to the DOD include activities intended to accomplish any of
the following: 11

The FAR 31.205-18 IR&D/B&P costs cost
principle (see Figure 1 on pages 3–4) must
be read in conjunction with Cost Accounting
Standard 420, “Accounting for independent
research and development costs and bid and
proposal costs,” 1 which is incorporated in its
entirety in the cost principle. Fully-CAS-covered contracts are subject to all of the requirements of CAS 420. 2 Modified CAS-covered and non-CAS-covered contracts are subject to all of the requirements of CAS 420
except CAS 420-50(e)(2) and (f)(2), unless
at the time the contract is awarded, you have
another contract subject to CAS 420, in which
event all of the requirements of CAS 420 apply.3 For those contracts not subject to CAS
420-50(e)(2) and (f)(2), the cost principle
requires that IR&D and B&P costs be allocated to final cost objectives in the same manner
as general and administrative (G&A) expenses
for that profit center are allocated unless it
results in an inequitable allocation.4 If the IR&D
or B&P costs benefit your other profit centers or the entire company, the costs must be
allocated through your other profit centers’
G&A or corporate G&A, as appropriate. 5

(1) Enable superior performance of future
U.S. weapon system and components.
(2) Reduce acquisition costs and life-cycle
costs of military systems.
(3) Strengthen the defense industrial and
technology base of the United States.
(4) Enhance the industrial competitiveness of
the United States.

IR&D and B&P costs are generally allowable as indirect costs provided the costs are
otherwise reasonable and allocable.6 The Armed
Services Board of Contract Appeals has consistently rejected Government arguments that
IR&D and B&P costs are not allocable when
incurred in connection with the contractor’s
commercial work. 7

(5) Promote the development of technologies
identified as critical under 10 U.S.C.A. 2522.
(6) Increase the development and promotion
of efficient and effective applications of dualuse technologies.
(7) Provide efficient and effective technologies
for achieving such environmental benefits as:
Improved environmental data gathering,
environmental cleanup and restoration, pollution
reduction in manufacturing, environmental
conservation, and environmentally safe
management of facilities.

To qualify as IR&D, the effort must (a) fall
within one of the following four categories:
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Figure 1
FAR 31.205-18 — Independent Research and Development and Bid and Proposal Costs
(a) Definitions. As used in this subsection—
“Applied research” means that effort which
(1) normally follows basic research, but may not be severable from the related basic research,
(2) attempts to determine and exploit the potential of scientific discoveries or improvements in technology, materials, processes, methods, devices, or techniques, and
(3) attempts to advance the state of the art. Applied research does not include efforts whose principal
aim is design, development, or test of specific items or services to be considered for sale; these efforts are
within the definition of the term “development,” defined in this subsection.
“Basic research”(see 2.101).
“Bid and proposal (B&P) costs” means the costs incurred in preparing, submitting, and supporting bids
and proposals (whether or not solicited) on potential Government or non-Government contracts. The term
does not include the costs of effort sponsored by a grant or cooperative agreement, or required in the
performance of a contract.
“Company” means all divisions, subsidiaries, and affiliates of the contractor under common control.
“Development” means the systematic use, under whatever name, of scientific and technical knowledge in
the design, development, test, or evaluation of a potential new product or service (or of an improvement in
an existing product or service) for the purpose of meeting specific performance requirements or objectives. Development includes the functions of design engineering, prototyping, and engineering testing.
Development excludes—
(1) Subcontracted technical effort which is for the sole purpose of developing an additional source for
an existing product, or
(2) Development effort for manufacturing or production materials, systems, processes, methods, equipment, tools, and techniques not intended for sale.
“Independent research and development (IR&D)” means a contractor’s IR&D cost that consists of projects
falling within the four following areas:
(1) basic research,
(2) applied research,
(3) development, and
(4) systems and other concept formulation studies. The term does not include the costs of effort
sponsored by a grant or required in the performance of a contract. IR&D effort shall not include technical effort expended in developing and preparing technical data specifically to support submitting a bid
or proposal.
“Systems and other concept formulation studies” means analyses and study efforts either related to specific IR&D efforts or directed toward identifying desirable new systems, equipment or components, or
modifications and improvements to existing systems, equipment, or components.
(b) Composition and allocation of costs. The requirements of 48 CFR 9904.420, Accounting for independent
research and development costs and bid and proposal costs, are incorporated in their entirety and shall
apply as follows—
(1) Fully-CAS-covered contracts. Contracts that are fully-CAS-covered shall be subject to all requirements of
48 CFR 9904.420.
(2) Modified CAS-covered and non-CAS-covered contracts. Contracts that are not CAS-covered or that contain
terms or conditions requiring modified CAS coverage shall be subject to all requirements of 48 CFR 9904.420
except 48 CFR 9904.420-50(e)(2) and 48 CFR 9904.420-50(f)(2), which are not then applicable. However,
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Figure 1 continued–
non-CAS-covered or modified CAS-covered contracts awarded at a time the contractor has CAS-covered
contracts requiring compliance with 48 CFR 9904.420, shall be subject to all the requirements of 48 CFR
9904.420. When the requirements of 48 CFR 9904.420-50(e)(2) and 48 CFR 9904.420-50(f)(2) are not
applicable, the following apply:
(i) IR&D and B&P costs shall be allocated to final cost objectives on the same basis of allocation used for
the G&A expense grouping of the profit center (see 31.001) in which the costs are incurred. However,
when IR&D and B&P costs clearly benefit other profit centers or benefit the entire company, those costs
shall be allocated through the G&A of the other profit centers or through the corporate G&A, as appropriate.
(ii) If allocations of IR&D or B&P through the G&A base do not provide equitable cost allocation, the
contracting officer may approve use of a different base.
(c) Allowability. Except as provided in paragraphs (d) and (e) of this subsection, or as provided in agency
regulations, costs for IR&D and B&P are allowable as indirect expenses on contracts to the extent that
those costs are allocable and reasonable.
(d) Deferred IR&D costs.
(1) IR&D costs that were incurred in previous accounting periods are unallowable, except when a contractor has developed a specific product at its own risk in anticipation of recovering the development costs
in the sale price of the product provided that—
(i) The total amount of IR&D costs applicable to the product can be identified;
(ii) The proration of such costs to sales of the product is reasonable;
(iii) The contractor had no Government business during the time that the costs were incurred or did
not allocate IR&D costs to Government contracts except to prorate the cost of developing a specific product to the sales of that product; and
(iv) No costs of current IR&D programs are allocated to Government work except to prorate the costs of
developing a specific product to the sales of that product.
(2) When deferred costs are recognized, the contract (except firm-fixed-price and fixed-price with economic price adjustment) will include a specific provision setting forth the amount of deferred IR&D costs
that are allocable to the contract. The negotiation memorandum will state the circumstances pertaining to
the case and the reason for accepting the deferred costs.
(e) Cooperative arrangements.
(1) IR&D costs may be incurred by contractors working jointly with one or more non-Federal entities
pursuant to a cooperative arrangement (for example, joint ventures, limited partnerships, teaming arrangements, and collaboration and consortium arrangements). IR&D costs also may include costs contributed by
contractors in performing cooperative research and development agreements, or similar arrangements,
entered into under—
(i) Section 12 of the Stevenson-Wydler Technology Transfer Act of 1980 (15 U.S.C. 3710(a));
(ii) Sections 203(c)(5) and (6) of the National Aeronautics and Space Act of 1958, as amended (42
U.S.C. 2473(c) (5) and (6));
(iii) 10 U.S.C. 2371 for the Defense Advanced Research Projects Agency; or
(iv) Other equivalent authority.
(2) IR&D costs incurred by a contractor pursuant to these types of cooperative arrangements should be
considered as allowable IR&D costs if the work performed would have been allowed as contractor IR&D
had there been no cooperative arrangement.
(3) Costs incurred in preparing, submitting, and supporting offers on potential cooperative arrangements are allowable to the extent they are allocable, reasonable, and not otherwise unallowable.
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versial: (1) determining when an IR&D or
B&P effort is “required in the performance
of a contract” or “sponsored by a grant or
cooperative agreement”; and (2) determining the allowability of B&P costs incurred
in connection with contractor teaming arrangements.

This cost limitation does not apply to foreign
military sales unless they are wholly paid for
from funds made available to the foreign government on a nonrepayable basis. 12
Deferred IR&D costs are generally unallowable unless that is the only way you are currently charging IR&D. For deferred IR&D to
be allowable, the following conditions must
be met: (1) you developed a specific project
at your own risk in anticipation of recovering
the development costs through future sales,
(2) the total amount of IR&D costs applicable
to that product can be identified, (3) your
proration of IR&D costs is reasonable, (4) you
either had no Government business during
the time the costs were incurred or did not
allocate IR&D costs to any Government contracts except to prorate the costs of deferred
IR&D, and (5) no costs of current IR&D programs are allocated to your Government work
except to prorate the costs of deferred IR&D.13

n ”Independent” vs. “Sponsored” Or “Required”
Effort

The revisions to the costs principle that took
effect on January 1, 1972, changed the definition of what constitutes independent research
and development. As initially promulgated in
1959, Armed Services Procurement Regulation 15-205.35 provided that IR&D “is that
research and development which is not sponsored by a contract, grant, or other arrangement.” 17 The ASPR Committee in 1968 proposed changing the “not sponsored by” language to “not sponsored by, or in support of,
a contract or grant.”18 The Council of Defense
and Space Industry Associations (CODSIA)
expressed concern that the proposal would
be a “source for future misinterpretation” because the phrase “in support of” could potentially be construed as including IR&D programs
completely unrelated to a contractor’s Government contracts. 19 The ASPR Committee
agreed that this was a valid concern and issued a revised draft changing the definition
to read: “A contractor’s independent research
and development effort (IR&D) is that technical effort which is not sponsored by, or required in the performance of, a contract…..”20
CODSIA suggested that the limitation be further narrowed to “technical effort which is
not sponsored by, or specifically required by contract provisions in performance of, a contract
or grant.”21 CODSIA’s letter explained: “The
additions of the word ‘specifically’ and words
‘by contract provisions’ are suggested because
such language protects both of the contracting parties from misinterpreting this definition in cases where there may be some doubt
as to whether certain work is required by the
contract.”22 The ASPR Committee did not adopt
CODSIA’s suggestion, and Defense Procurement Circular No. 90, published on September 1, 1971, amended the definition in ASPR

To qualify as B&P costs, the effort must not
be “sponsored by a grant or cooperative agreement, or required in the performance of a
contract.”14 By excluding costs of effort sponsored by a cooperative agreement, the FAR
definition of B&P costs is more restrictive than
the definition of IR&D costs and the CAS 420
definition of B&P costs. The CAS 420 definition of B&P costs mirrors the definition of IR&D
costs: “Bid and proposal (B&P) cost means the
cost incurred in preparing, submitting, and supporting any bid or proposal which effort is neither sponsored by a grant, nor required in the
performance of a contract.”15 Paragraph (e) of
the cost principle, which addresses cooperative agreements, also differentiates between IR&D
costs and B&P costs. Whereas IR&D costs incurred pursuant to a cooperative arrangement
are allowable, even if they include the
contractor’s share of costs contributed to a cooperative research and development agreement,
only B&P costs incurred in pursuit of potential
cooperative arrangements are allowable.16

History Of The Cost Principle
Two aspects of the IR&D/B&P costs cost
principle have proven particularly contro5
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15-205.35 to state that IR&D “is that technical effort which is not sponsored by, or required in the performance of, a contract or
grant.” 23

information useful to the smooth introduction
of the products into the customers’ activities.
The key question, therefore, concerning the
allowability of product support as IR&D is the
question of whether the effort was specified as a
deliverable requirement of an existing contract.

In a 1974 report, the General Accounting
Office asserted that the ASPR’s revised definition of IR&D merely clarified the previous
definition, and that it excluded from IR&D
not only that technical effort explicitly required
by the terms of a contract, but also the effort
implicitly required to fulfill the contract’s objectives. 24 Among the military services, only the
Navy agreed that the ASPR limitation included
technical effort implicitly required by a contract, but only as a result of the 1972 amendment. However, in a subsequent report, the
GAO noted:25

Although the DOD expressed willingness to
revise the IR&D cost principle “to include appropriate definitions of such terms as product support and product improvement,” it was
not willing to adopt the GAO’s suggestion regarding work “implicitly required” by the terms
of a contract. 27 The DOD’s letter stated: “The
question of revising the ASPR to include the
concept that all work implicitly required by a
contract should not be allowed as IR&D leaves
a great deal of impreciseness in the definition.” 28
The GAO report also attached a copy of a
letter from General Electric Company, which
similarly rejected GAO’s interpretation:29

In our draft of this report we pointed out that
Navy contractors were unwilling to certify that
their IR&D programs did not contain technical
effort implicitly required by the terms of a
contract. According to the Navy IR&D
negotiator, contractors believe that “implicitly”
covers such a broad spectrum that almost any
effort could be considered unallowable as IR&D.
We suggested that the Secretary of Defense
initiate action to revise ASPR to specifically state
that technical effort implicitly required to meet
the purchaser’s requirements under the terms
of a contract or production order is not
allowable IR&D.

We are…aware of no legal support for the
proposition expressed in the draft report that
the ASPR definition of IR&D precludes the
charging of costs which are “implicitly” related
to a contract. Unless the contract provides
funding for, or at least requires within its scope
of work the technical effort under consideration,
the costs of that technical effort is properly
chargeable to IR&D. This is true even where the
contract assumes that the fruits of the IR&D
effort will be incorporated in the equipment
delivered.

Neither the DOD nor industry agreed with
the GAO’s position. In a letter commenting
on the draft GAO report, including the GAO’s
contention that the DOD should not subsidize the cost of contractors’ product support
for commercial products, the Director of Defense Research and Engineering stated: 26

n B&P Costs & Teaming Arrangements

Section 802 of the National Defense Authorization Act for Fiscal Years 1992 and 1993
eliminated the former requirement for negotiating an advance agreement regarding the
allowability of IR&D and B&P costs and directed the DOD to prescribe regulations making
IR&D/B&P costs allowable as indirect expenses
to the extent the costs are allocable, reasonable, and not otherwise unallowable by law or
the FAR cost principles.30 Among other changes,
the subsequent 1992 implementing revision
to the IR&D/B&P costs cost principle modified the definition of IR&D to exclude “effort sponsored by a grant or required in the
performance of a contract,” but there is no
indication that this revision to the former exclusion from the definition of cost “sponsored

It has been the policy of the Department of
Defense to allow recovery, as an overhead
charge, of reasonable amounts of technical
effort necessary to the operation of the
business. This effort has been given the generic
name of IR&D and includes, by definition, that
post-production, technical assistance called
product support that any manufacturer
provides to his customers to assure the proper
functioning of his products in the hands of
those customers. Also by definition, product
support is not effort required in the
performance of a contract but rather, among
other things, is that technical effort required
to answer problems arising in operating the
products in environments slightly different than
originally intended or in providing technical
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plained that the National Defense Authorization Act for FYs 1992 and 1993 made “significant changes” in the treatment of IR&D/
B&P costs to provide an “incentive” for contractors to invest in dual-use technologies and
to expand their businesses beyond traditional
military procurement. 36 Under the Act and
its implementing regulations, he wrote, IR&D/
B&P has been expanded to cover contractors’ work in areas “that increase the development and promote efficient and effective
applications of dual-use technologies, those
that promote critical technologies, and those
that enhance the industrial competitiveness
of the United States.” 37

by, or required in the performance of, a contract or grant” was intended to make any substantive change in the cost principle. 31 For
many contractors, the new rules took effect
immediately upon promulgation of the implementing revision to the cost principle. There
was a three-year phase-in period for major contractors that received more than $10 million
in IR&D/B&P costs in the preceding fiscal
year. 32
The legislative history of the Act makes
clear that Congress wanted to enhance the
DOD’s authority to pay both IR&D and B&P
costs, including costs incurred through a
contractor’s participation in consortia and
cooperative agreements. As the Conference
Report notes: 33

In enunciating the policy of encouraging
contractors to invest in dual-use technologies,
neither Congress nor Under Secretary Deutch
drew any distinction between IR&D costs and
B&P costs. To the contrary, they recognized
that both IR&D and B&P costs are equally
important to furthering the policy, and they
treated the costs as interchangeable. However, in implementing this provision of the
statute, the cost principle’s coverage was inexplicably limited to IR&D. By final rule effective September 24, 1992, the following new
paragraph (e) was added to the cost principle: 38

The conference agreement would eliminate
both the advance agreement and formal
technical review process. All independent
research and development and bid and proposal
costs would be reimbursed to the extent that
they are reasonable, allocable, and not otherwise
made unallowable by law or regulation.
The conferees note that in the past,
questions have arisen as to whether such costs,
when incurred by a contractor through
participation in consortia or cooperative
agreement, would be reimbursable. The
conferees agree that such costs should be
reimbursed. Under the conference agreement,
such costs would be fully reimbursable to the
extent that they are reasonable, allocable, and
not otherwise disallowed under applicable laws
or regulations.

Cooperative arrangements. IR&D effort may be
performed by contractors working jointly with
one or more non-Federal entities pursuant to a
cooperative arrangement (for example, joint
ventures, limited partnerships, teaming
arrangements, and collaboration and
consortium arrangements). IR&D effort may
also be performed by contractors pursuant to
cooperative research and development
agreements, or similar arrangements, entered
into under (1) section 12 of the StevensonWydler Technology Transfer Act of 1980 (15
U.S.C. 3710(a)); (2) sections 203(c)(5) and (6)
of the National Aeronautics and Space Act of
1958, as amended (42 U.S.C. 2473(c)(5) and
(6)), when there is no transfer of Federal
appropriated funds; (3) 10 U.S.C. 2327 for the
Defense Advanced Research Projects Agency;
or (4) other equivalent authority. IR&D costs
incurred by a contractor pursuant to these
types of cooperative arrangements should be
considered as allowable IR&D costs if the work
performed would have been allowed as
contractor IR&D had there been no
cooperative arrangement.

Consistent with this congressional policy,
in two memoranda dated April 22, 1993, Under
Secretary of Defense John M. Deutch informed
the secretaries of the military services, directors of the Defense Logistics Agency and the
Defense Contract Audit Agency, and CODSIA
of the need to “change the Department of
Defense’s (DoD) fundamental approach to
acquisition and research and development in
order to keep pace with reduced defense
budgets and other challenges of the PostCold War era.” 34 Therefore, he said, “DoD
will increase its emphasis on the development
of dual-use technologies, processes and products and on the integration of military and
commercial manufacturing and business practices.” 35 Under Secretary Deutch further ex7
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American Bar Association Section of Public
Contract Law recommended that the Councils revise paragraph (e) to include “and B&P”
after IR&D wherever it appears. 45 The ABA
Section further encouraged the Councils “to
bring the cost principle into line with Congressional intent and eliminate the disparate
treatment of IR&D and B&P costs by deleting
the words ‘or cooperative agreement’ from
the definition of B&P costs.” 46 The Councils’
Cost Principles Committee rejected both suggestions: 47

On August 21, 1995, the FAR Councils
published a proposed rule to revise the definition of B&P costs in FAR 31.205-18 “to
clarify that B&P costs related to all types of
funding instruments (e.g., contracts, grants,
cooperative agreements, and other similar
types of agreements) are allowable costs.” 40
The comments accompanying the proposal
stated: 41

The Committee does not agree that the term
“or B&P” should be added after “IR&D” each
time it appears in FAR 31.205-18(e), or that the
definition of B&P should be revised as suggested.
These two recommendations were previously
made in response to the proposed rule issued
under FAR Case 93-018. The Committee rejected
both suggestions.

The definition currently does not address
proposal costs associated with grants or
cooperative agreements. This change was
requested by the Director of Defense
Procurement to address an issue which arose
under a competition being conducted by the
Advanced Research Projects Agency (ARPA)
and to make the cost principle compatible
with the definition of B&P costs in Cost
Accounting Standard 420 (4 CFR 9904.42030).

Based on public comments received under
FAR Case 93-018, it was evident the existing FAR
definition of B&P costs should not be changed
because doing so could inadvertently require
some contractors to change their existing cost
accounting practices unnecessarily. In addition,
adding the term “or B&P” after “IR&D” could
mistakenly imply that B&P costs incurred
pursuant to a requirement of a cooperative
agreement should be charged indirect instead
of direct, or that contractors should use B&P
costs as part of their contributions under an
arrangement.

The FAR Councils withdrew the proposal
the following year with this cryptic explanation: “As a result of the public comments received in response to the proposed rule, the
Councils have determined that the existing
FAR definition of B&P costs should not be
changed to avoid potential conflicts with cost
accounting standards; imposing unnecessary
changes in certain contractor accounting practices; and possible misinterpretations of the
proposed B&P cost definition.” 42

Without explanation, the wording of the
final rule was in one respect more limited
than the proposed rule. Whereas the proposed
rule stated that costs “incurred in pursuit of
cooperative arrangements are allowable,” the
final rule stated that costs “incurred in preparing, submitting, and supporting offers on
potential cooperative arrangements are allowable” 48 The final rule also revised the cost principle to remove the requirement to calculate
or negotiate a ceiling on the allowability of
IR&D/B&P costs. 49

The FAR Councils amended paragraph (e) of
FAR 31.205-18 twice in 1997. The first revision eliminated the prohibition against treating contractor IR&D contributions under National Aeronautics and Space Administration
cooperative arrangements as allowable indirect costs, thereby obviating the need for NASA’s
class deviation. 43 The second revision added
coverage for B&P costs.44 In commenting on
the proposed rule for the second revision, both
the National Security Industrial Association and

Case Law Interpretation
Because there is considerable overlap between
the terms defined in FAR 31.205-18 and other
cost principles, as shown in the chart in Figure
2 on page 10, and because the definitions themselves are somewhat amorphous, it is often un8
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costs applied to all of the Government contracts
which the contractor had.

clear whether the costs of a particular activity
should properly be characterized as (1) B&P,
(2) IR&D, (3) manufacturing and production
engineering under FAR 31.205-25, (4) precontract costs under FAR 31.205-32, (5) selling costs under FAR 31.205-38, or (6) effort
sponsored by a grant or cooperative agreement
or required in the performance of a contract.
The cost principle’s definitional deficiencies
have been the widely criticized,50 and the courts
and boards have struggled in interpreting its
terms.51 Nevertheless, the DOD has steadfastly
resisted resolving these definitional problems.
Consequently, the definitions will continue to
evolve through case law, including, unfortunately, in the context of civil False Claims Act
suits and criminal prosecutions for alleged mischarging. As recently as February 3, 2003, the
Department of Justice announced that it had
filed suit against a major defense contractor
for allegedly mischarging as IR&D the costs of
effort required in the performance of its commercial contracts.52

In the absence of any guidance as to interpretation, the ASBCA adopted the contractor’s
“common sense” argument that because there
would be no question that the costs were allowable if the contractor had undertaken the
research without any financial assistance from
outside sources, it would be anomalous to penalize the contractor for having obtained private contributions that effectively reduced the
Government’s costs.57
Cases construing the term “required by” are
not entirely consistent. One case involved costs
incurred under a cost-plus-fixed-fee incrementally funded subcontract.58 After reaching the
funds limitation amount, the contractor continued to work, charging some of the costs to
its B&P account and some to its IR&D account.
The Government argued that the effort was
“required” by the terms of the subcontract,
and therefore should have been treated as an
unallowable cost overrun. The ASBCA disagreed,
holding that the costs were properly chargeable to IR&D and B&P because the contractor was not contractually obligated to perform
the work. 59

The appropriate classification of an activity
depends on the contractor’s primary purpose
for engaging in it.53 It is an objective test in
which the tribunal “must look to the contractual definitions, examine both the overt acts of
the parties as well as expressed intent, and then
determine from all of these how the work
concerned and costs incurred should be categorized.” 54

In another case, a federal district court
in California held that the DCAA committed professional malpractice by challenging
the allowability of costs incurred on a firmfixed-price (best efforts) contract after funding
for the contract expired. 60 That case involved
a contract to develop two prototypes for the
Divisional Air Defense System (DIVAD). The
contract stipulated that the contractor, General
Dynamics Corporation, was required only to
provide its “best efforts” to meet the contract requirements and had no obligation
to continue working after it had expended
the contract funds. 61 After the Army chose
not to fund the contract’s options, the contractor decided to continue work and informed the Army that it was charging its
effort to its B&P and IR&D accounts. 62 Apparently not understanding the difference
between a firm-fixed-price contract and a
firm-fixed-price (best efforts) contract, the
DCAA erroneously determined that General

n ”Independent” vs. “Sponsored” Or “Required”
Effort

In interpreting the term “sponsored” as used
in the cost principle, the ASBCA has held
that the costs of research projects in excess
of contributions from outside sources are allowable as IR&D costs because, at least to that
extent, the projects are not “sponsored” by
the outside sources. 55 The ASBCA reasoned
as follows:56
At a minimum, the [cost principle language]
was intended to insure that a contractor
performing research and development work
would not be paid twice for its effort, i.e., once
under a contract covering the work directly, and
a second time, in part at least, by an overhead
markup resulting from research and development
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Figure 2

Overlapping Definitions
B&P: “costs incurred in preparing, submitting, and

Direct Selling: “those acts or actions to induce

Precontract Costs: “costs incurred before the

supporting bids and proposals (whether or not so-

particular customers to purchase particular prod-

effective date of the contract directly pursu-

licited) on potential Government or non-Govern-

ucts or services of the contractor.” FAR 31.205-

ant to the negotiation and in anticipation of

ment contracts,” but not including “the costs of ef-

38(c)(1).

the contract award when such incurrence is nec-

fort sponsored by a grant or cooperative agree-

essary to comply with the proposed contract

ment, or required in the performance of a con-

delivery schedule.” FAR 31.205-32.

tract.” FAR 31.205-18(a).
IR&D: Basic research—“that research directed

Manufacturing and Production Engineering: “(1)

Precontract Costs: “costs incurred before the

toward increasing knowledge in science,” with

Developing and deploying new or improved ma-

effective date of the contract directly pursu-

the “primary aim of…a fuller knowledge or

terials, systems, processes, methods, equipment,

ant to the negotiation and in anticipation of

understanding of the subject under study, rather

tools and techniques that are or are expected

the contract award when such incurrence is nec-

than any practical application of that knowl-

to be used in producing products or services;

essary to comply with the proposed contract

edge.” FAR 2.101.

(2) Developing and deploying pilot production

delivery schedule.” FAR 31.205-32.

Applied research—“that effort which (1) normally

lines; (3) Improving current production func-

follows basic research, but may not be severable

tions, such as plant layout, production schedul-

from the related basic research, (2) attempts to

ing and control, methods and job analysis, equip-

determine and exploit the potential of scien-

ment capabilities and capacities, inspection tech-

tific discoveries or improvements in technology,

niques, and tooling analysis (including tooling

materials, processes, methods, devices, or tech-

design and application improvements); and

niques, and (3) attempts to advance the state of

(4) Material and manufacturing producibility

the art,” but not including “efforts whose princi-

analysis for production suitability and to opti-

pal aim is design, development, or test of spe-

mize manufacturing processes, methods, and tech-

cific items or service to be considered for sale;

niques,” but not including “(1) Basic and applied

these efforts are within the definition of the term

research effort…related to new technology, ma-

‘development,’ defined in this subsection.” FAR

terials, systems, processes, methods, equipment

31.205-18(a).

tools and techniques” or “(2) “Development ef-

Development—“the systematic use, under whatever
name, of scientific and technical knowledge in
the design, development, test, or evaluation of
a potential new product or service (or of an

fort for manufacturing or production materials,
systems, processes, methods, equipment, tools,
and techniques that are not intended for sale….”
FAR 31.205-25.

improvement in an existing product or service)
for the purpose of meeting specific performance
requirements or objectives,” including “ the functions of design engineering, prototyping, and
engineering testing,” but not including “(1) Subcontracted technical effort which is for the sole
purpose of developing an additional source for
an existing product,…(2) Development effort
for manufacturing or production materials, systems, processes, methods, equipment, tools, and
techniques not intended for sale,” (3) “costs of
effort sponsored by a grant or required in the
performance of a contract,” or (4) “technical
effort expended in developing and preparing
technical data specifically to support submitting
a bid or proposal.” FAR 31.205-18(a).
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Dynamics had mischarged over $8 million
of DIVAD contract costs and reported it as
suspected fraud to the Naval Investigative
Service and the DOJ. The DOJ, in turn,
launched a three-and-a-half year criminal investigation, subpoenaing millions of documents, interviewing numerous witnesses, and
obtaining a grand jury indictment against
the contractor and four of its employees.
After belatedly determining the significance
of the fact that the contract was a fixedprice (best efforts) contract and not a firmfixed-price contract, the DOJ voluntarily dismissed the case. 63
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to” or “caused or generated” by a contract
must be charged directly to that contract instead of as B&P and has held that only the
costs of proposals “specifically required” by the
terms of the contract must be charged directly to that contract.67 In that case, the contractor was awarded a Phase 1 contract that
required submission of a proposal for Phase
2.68 The contractor charged to B&P all of its
costs of preparing to win the Phase II contract, except for the costs incurred from the
time it received the request for proposals for
the Phase II proposal until it submitted the
Phase II proposal.69 The Federal Circuit concluded that the contractor’s allocation was
proper: 70

In the ensuing Federal Tort Claims Act suit
for costs that the contractor incurred as a result of the DCAA’s malpractice, the district
court rejected the Government’s argument
that, even if the work were not required, the
costs had to be charged directly to the DIVAD
contract because the work could be specifically identified with that contract and, therefore, could not be treated as IR&D or B&P.
The district court stated:64

As a result of the government’s Phase I
contract acceptance, only the Phase 2 proposal
costs delineated in [the contractor’s] best and
final offer—those incurred between Phase 2
[RFP] receipt and Phase 2 proposal submission
—were specifically required by an existing contract.
[The contractor] allocated those B&P costs
directly to the contract because they were
incurred in different circumstances from [the
contractor’s] overall B&P efforts. Although
other Phase 2 B&P costs may have been
generated by the Phase 1 contract, no contractual
obligation existed which would differentiate these
costs from other B&P costs. Thus, these costs
were properly allocated as indirect B&P costs.

[T]he IR&D and B&P regulations themselves
state that work required in the performance of a
contract cannot be charged to IR&D and B&P.
(32 C.F.R. §§ 15-205.35, 15-205.3 (1977) (emphasis
added). The IR&D and B&P regulations never
use the term “specifically identifiable,” nor do
they in any way suggest that the term has
significance with respect to what is and what is
not IR&D and B&P. Indeed,…the government’s
IR&D and B&P expert, testified that in order to
determine whether something was more
appropriately charged to the DIVAD contract
or, rather, to IR&D or B&P, the proper inquiry
was to determine what was required under the
contract’s statement of work.

United States ex rel. Mayman v. Martin Marietta
Corp. was a False Claims Act case involving allegations that Martin Marietta defrauded the
Government by intentionally underbidding a
contract to design and build a Supersonic Low
Altitude Target (SLAT) with the intent of recovering the excess costs through IR&D.71 Martin
Marietta moved to dismiss, arguing, among
other things, “that the IR&D work, while in
support of the SLAT contract, had potential
applicability to other future contracts.”72 The
district court acknowledged but expressly left
open the issue whether the term “required”
includes work “implicitly required” by the contract: 73

The district court awarded General Dynamics nearly $26 million in damages.65 The United
States Court of Appeals for the Ninth Circuit reversed, holding that because the harm
was caused by the prosecutor’s exercise of
discretion, not the DCAA’s negligent audit
report, the suit was barred by the discretionary function exception to the Federal Tort
Claims Act. 66

It may be that there are some grey areas in
the relevant regulations which result in
confusion and honest mistakes on the part of
some government contractors. For example,
there is considerable debate over whether a
particular task is “required” by a contract and
therefore cannot be billed to IR&D. One view
is that contractor can bill to IR&D any work

Consistently, the U.S. Court of Appeals for
the Federal Circuit has rejected the
Government’s argument that all costs “related
11
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not explicitly called for in the contract. An
alternative view is that a contract includes
everything implicitly necessary to carry it out.
In any case, the story depicted by the
Government, and accepted as true for the
purposes of this Motion, does not fall into any
grey area.
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The court observed that the dividing line
between IR&D and work required in the performance of a contract is not whether the
work is explicitly or implicitly required, but
rather, whether the work is performed before or after the contract is signed. The court
stated: 77

Because it was undisputed, at least for purposes of deciding the motion to dismiss, that
the work was required by the SLAT contract,
the district court held that the costs could
not properly be charged to IR&D.74

The practical effect of this reading of the
“required in the performance of a contract”
exclusion is to create a temporal dividing line
between IR&D and direct work that must be
billed to a contract at the point of the contract
requiring the effort is signed. Prior to such a
contract, the research and design effort is
independent, and is eligible to be charged as
IR&D, provided it otherwise fits the IR&D
definition. Once a contract is signed, however,
research and design efforts that are explicitly or
implicitly required in the performance of that
contract may no longer be charged as I&RD.
Thus, for example, a shipbuilding contractor
may engage in independent research and
development to design a new radio antenna for
a ship class and, provided other requirements
are met, may charge that effort to IR&D.
However, once a contract for such a ship is
signed, any further radio antenna design effort
that is incorporated into that ship may no longer
be charged as IR&D, even if that further design
effort benefits the entire ship class. And this is so
whether or not the contract explicitly requires
the shipbuilder to design the new radio antenna
and whether or not the contract explicitly names
the new radio antenna design as a “deliverable”
of the contract.

United States v. Newport News Shipbuilding,
Inc., another False Claims Act case, was the
first case to squarely address the issue whether
work implicitly required by a contract qualifies as IR&D. 75 The contractor, relying on the
advice of its in-house counsel and a partner
at a major accounting firm, charged to IR&D
what it characterized as “generic” design work
for double-hulled commercial tankers and
charged to the commercial tanker contracts
only the design work explicitly required by
those contracts. The district court rejected
the contractor’s interpretation of FAR 31.205-18
and held, based on the “FAR’s plain language,”
as follows: 76
First, the exclusion from IR&D of the cost of
efforts “required in the performance of a
contract” must be read to include efforts which
are not explicitly stated in the contract, but are
nonetheless required by it. This follows from the
plain language of the regulation itself. This
language does not exclude from IR&D those
efforts “required by” a contract, a phrase that
might be read to refer only to efforts explicitly
called for in the contract. Instead, the regulatory
language excludes from IR&D all efforts
“required in the performance of a contract.” This
locution plainly focuses the inquiry on all efforts
required in performing the contract, not simply
on efforts explicitly called for by the contract,
whether designated in the contract’s statement
of work or required as an explicit deliverable.
Although the regulation might have been more
explicit in its intent to reach implicit
requirements, the plain meaning of “required
in the performance of a contract” includes those
efforts that are implicitly required to perform
the work as well as those efforts explicitly called
for in the contract.

The court denied the parties’ cross-motions
for summary judgment on whether the contractor had “knowingly” violated the False
Claims Act, finding that there were material facts in dispute. The parties settled the
case six days after the court’s decision was
filed. 78
The rules regarding allocability of B&P
costs may have been muddied as an unintended consequence of the Federal Circuit’s
decision in a case involving the recovery of
proposal preparation costs in the context of
a bid protest. 79 In that case, the Government
allowed the contractor’s proposal preparation costs incurred before submission of the
proposal, but denied the contractor’s postsubmission costs, including the costs of developing a prototype. 80 The Federal Circuit
began its analysis by determining that the
definition of B&P under the applicable pre-

Second, it is clear that the plain language of
the regulation does not allow charging of
research and design efforts as I&RD simply
because they are a benefit to more than one
existing contract.
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[E]ven assuming for purposes of argument that
the costs were incurred in similar or like
circumstances, this does not mean that it would
be inconsistent with accounting standards for
the court to permit plaintiff to recover
the…B&P costs in a [bid protest]. If the court
concludes that defendant breached its implied
agreement and orders defendant to pay
damages in the amount of plaintiff’s B&P costs,
then pursuant to [FAR] § 31.201-5, plaintiff is
obliged to credit the government in the form
of a cost reduction for the amount of the
recovery.

FAR Federal Procurement Regulation 1-15.2053 was broad enough to encompass a prototype because the definition included “the
development of engineering data and cost
data necessary to support the contractor’s
bids or proposals,” and a prototype generates engineering data. 81 The court then reasoned that postsubmission costs are allowable in a negotiated procurement provided
the costs are incurred in support of the negotiations and not for the purpose of getting an early start on contract performance. 82
The court concluded by holding that if the
contractor built the prototype “pursuant to
ongoing negotiations,” the cost of building
the prototype was allocable and that “the
cost of building the prototype here clearly
was incurred specifically for the contract.” 83
If the cost of building the prototype was in
fact incurred specifically for the contract, it
probably would not meet the definition of
B&P.

n Independent Development vs. Manufacturing &
Production Engineering

The 1972 revision to the IR&D/BP cost
principle that added the phrase “required
in the performance of a contract” to the definition of “independent” also changed the definition of “development.” As initially promulgated, the definition of “development” contained an exclusion for “manufacturing and
production engineering.” 90 Although the cost
principle for manufacturing and production
engineering did not change, the 1972 revision eliminated the manufacturing and production engineering exclusion from the definition of development. 91 The ASBCA held
that notwithstanding the elimination of the
manufacturing and production engineering
exclusion, because the cost principle for manufacturing and production engineering “remained unchanged, and since tool design and
improvement was specifically allowable therein,
it would not also be allowable as independent research and development.”92 On that
basis, the board upheld a contractor’s capitalization of the costs of developing a software tool for internal use. 93

Another bid protest cost case, TRW, Inc.
v. United States, does a better job of explaining why proposal preparation costs are recoverable without confusing the normal rules
of allocability. 84 In that case, the agency moved
for partial summary judgment, arguing that
(1) the contractor had already been paid
$2.1 million of the $2.9 million it sought in
proposal preparation costs through its B&P
advance agreement, and (2) it would be inconsistent with CAS 402, “Consistency in allocating costs incurred for the same purpose,” 85 for the contractor to charge the proposal preparation costs directly when all of
its other B&P costs were charged indirectly. 86
The Court of Federal Claims rejected both
arguments. With regard to the first argument, the court found that the contractor’s
total uncompensated B&P costs (i.e., the B&P
costs it incurred in excess of the negotiated
ceiling) exceeded the amount claimed in
connection with the IRS solicitation. 87 With
regard to the second argument, and more
pertinent for the purposes of this discussion, the court held that the contractor was
not changing its accounting practices, it was
merely seeking to recover damages. 88 The
court stated: 89

In Aydin Corp. (West), the contractor had a
commercial contract to develop a prototype
of a three-dimensional radar.94 The contract
funds expired before the contractor completed
the prototype, and the contractor continued
the development using its own funds. Having
already exceeded its IR&D ceiling, the contractor capitalized the costs of the prototype
and included the depreciation costs in its G&A
expense pool, claiming that the radar had become a depreciable capital asset. The board
rejected the contractor’s argument, holding
13
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that the work, in addition to being specifically required by the terms of the commercial contract, “fell within the FAR 31.205-18(a)
definition of ‘development’ which included
‘the function of design engineering, prototyping,
and engineering testing,’” and should therefore have been charged as IR&D in the years
incurred. 95 The Federal Circuit affirmed this
aspect of the board’s holding, but on the ground
that the development of the radar was an IR&D
expense under generally accepted accounting principles and therefore could not be depreciated. 96
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favor of the Government did not preclude
the contractor from continuing to pursue
its appeals before the board. 102 The ASBCA
subsequently denied the contractor’s motions
for summary judgment in both appeals, concluding that the contractor had not shown
that it was entitled to judgment as a matter
of law. 103 In the interim, TRW was acquired
by Northrop Grumman Corporation, and on
June 9, 2003, Northrop announced that it
had agreed to pay $111.2 million to settle
the Bagley case. 104
n B&P vs. Selling

United States ex rel. Bagley v. TRW, Inc. involved a similar issue. 97 The contractor, TRW,
over the objection of its then director of
financial control (and future qui tam relator), Richard D. Bagley, capitalized some of
the costs of developing a prototype solar array wing. 98 (A second mischarging allegation
in this case—that the costs of TRW’s Odyssey communications system proposal should
not have been charged as B&P, is discussed
below.) Because TRW had exceeded its negotiated IR&D ceiling for the years in which
the solar array costs were incurred, if the
costs had not been capitalized, they would
have been unallowable. 99 TRW funded the
solar array project with a combination of IR&D
and capital funds, a fact that was fully disclosed to the Government in TRW’s technical plans submitted as part of the IR&D advance agreement negotiations. 100 Based in
large part on TRW’s internal documents approving funding, the district court concluded
that the primary objective of the project was
to demonstrate and qualify a prototype solar array wing for the purpose of future sales,
and that this objective did not change over
the life of the project. 101 Therefore, the court
concluded, the costs met the definition of
“development” and should have been charged
as IR&D.

The issue whether costs were properly classified as B&P or “direct selling” arose after
the GAO sustained a protest that an agency’s
decision to proceed in procuring on a solesource basis was unwarranted because the
agency had improperly concluded that the
protester was not a viable source. 105 In the
subsequent bid protest proposal preparation
costs decision, the GAO ruled that the protester could not recover costs incurred in
providing information to the agency during
its market research to determine whether
to proceed on a sole-source or competitive
basis. 106 The GAO determined that the activity was more properly classified as “direct
selling” than B&P because the agency never
requested proposals or otherwise indicated
that the briefings and informal meetings would
result in a contract, and neither the agency
nor the protester viewed the activities as
proposal-related. 107
n Teaming Agreements

The district court’s decision in United States
ex rel. Bagley v. TRW Inc. regarding proposal
costs incurred pursuant to a teaming agreement 108 and the subsequent ASBCA decision
denying TRW’s motion for summary judgment on the same issue 109 point up a significant problem with the cost principle’s
disparate treatment of IR&D and B&P costs
and call into question a commonly followed
accounting practice. That aspect of the Bagley
case involved TRW’s Odyssey communications
system, a network of medium-earth-orbit sat-

While Bagley was pending, the contractor
filed and eventually appealed to the ASBCA
two “no cost” claims seeking a determination that the IR&D and B&P costs (discussed
below) were allowable. The ASBCA determined that the district court’s decisions in
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ellite and ground stations intended to permit worldwide telephone communications,
including in regions without land-line or cellular telephone service. In 1994, TRW and
Teleglobe Telecommunications Inc. signed
a Memorandum of Agreement (MOA) to work
together to finance and commercialize the
Odyssey system. 110 The MOA provided that
(1) TRW and Teleglobe would form a limited partnership joint venture, (2) TRW would
prepare a firm fixed-price proposal to build
and sell the Odyssey system to the limited
partnership, and (3) the cost of TRW’s proposal activity would be included in the definitive commercial agreement between TRW
and the limited partnership for procurement
of the Odyssey system. 111 TRW and Teleglobe
formed the limited partnership, and TRW
submitted the proposal, but the parties abandoned the project before consummating a
definitive commercial agreement. 112 TRW
treated the costs of its proposal activity as
B&P. Mr. Bagley, by then a former employee,
brought a qui tam suit under the False Claims
Act, alleging that the proposal costs should
have been charged directly to the Odyssey
project.
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effort incurred pursuant to a teaming agreement are plainly allowable under paragraph
(e) of the cost principle, Bagley holds that
B&P costs incurred in precisely the same circumstances are unallowable. It is difficult to
fault the district court’s reading of the cost
principle. The real problem is the cost principle itself. To illustrate the point, assume
that the Air Force is soliciting proposals for
a new generation fighter. If Contractor A,
working independently, submits a proposal,
the costs that it incurs are plainly recoverable as B&P costs. If Contractor A and Contractor B agree that they will form a joint
venture to act as a potential prime contractor, or agree that if A wins the competition,
A will award B a subcontract, the costs they
incur in preparing and submitting a proposal
are still recoverable as B&P costs so long as
their agreement does not require either of
them to prepare or submit a proposal. But,
if A and B’s agreement requires one or both
of them to prepare a proposal, the costs they
incur are unallowable. As a matter of policy,
if not logic, that makes absolutely no sense.
The FAR recognizes that contractor teaming
arrangements benefit both the Government
and contractors: 117

The Government acknowledged “that the
Odyssey proposal costs would have been recoverable if TRW had undertaken that work
independently and apart from any arrangements with any other entity, instead of pursuant to the MOA.”113 However, the court held
that because the costs incurred in preparing
the Odyssey proposal were “costs of effort…
required in the performance of a contract,”
they were “excluded from the definition of
‘B&P’ under FAR 31.205-18(a).”114 Moreover,
the court held, FAR 31.205-18(e)(3) relates
only to “potential cooperative arrangements,”
and since the teaming agreement was an actual cooperative arrangement, the costs were
unallowable under that paragraph of the cost
principle as well.115

(a) Contractor team arrangements may be
desirable from both a Government and industry
standpoint in order to enable the companies
involved to—
(1) Complement each other’s unique
capabilities; and
(2) Offer the Government the best
combination of performance, cost, and delivery
for the system or product being acquired.
(b) Contractor team arrangements may be
particularly appropriate in complex research
and development acquisitions, but may be used
in other appropriate acquisitions, including
production.
(c) The companies involved normally form a
contractor team arrangement before submitting
an offer. However, they may enter into an
arrangement later in the acquisition process,
including after contract award.

Just as with IR&D effort, contractors often
work jointly with other entities pursuant to
cooperative arrangements to prepare, submit, and support bids and proposals on potential work. 116 Although the costs of an IR&D

Given the significant cost and effort involved
in competing for large acquisitions, companies
are generally reluctant to form a teaming arrangement in the absence of a binding agree15
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ment.118 By disallowing what would otherwise
be allowable B&P costs simply because the contractors have a binding agreement to submit a
proposal, the cost principle effectively discourages
such teaming arrangements. A potential solution to the problem—besides the obvious and
easier solution of just correcting the cost principle—would be for Contractor A to award a
subcontract to Contractor B, separate and apart
from the teaming agreement, requiring Contractor B to prepare the team’s proposal. The
amount paid by A to B would be recoverable
as B&P costs for A since nothing in the cost
principle requires that the contractor prepare
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its own proposals. The disadvantage of this proposed approach is that if the entire cost of the
proposal effort were borne by A (i.e., if A fully
reimbursed B’s costs), then A’s B&P costs would
be twice as high as they otherwise would, and
the resultant increase in A’s G&A rates may
put A at a competitive disadvantage. However,
if this proposed approach were to be adopted
throughout the industry, presumably the costs
would even out because a contractor would
presumably sometimes act as the prime contractor (incurring all of the B&P costs) and
sometimes act as the subcontractor (incurring
none of the B&P costs).

GUIDELINES
These Guidelines are designed to assist you in
ensuring the allowability of your IR&D/B&P
costs. They are not, however, a substitute for
professional representation in any specific
situation.

3. Before undertaking a B&P effort,
determine—and document your determination—
that the effort is not required in the performance
of a contract or sponsored by a grant or cooperative
agreement.

1. Ensure that your employees understand
the importance of appropriately characterizing
and charging IR&D and B&P efforts.

4. When in doubt about the appropriate
characterization of certain efforts, consider making
a written disclosure of your plan to the cognizant
Administrative Contracting Officer or auditor
and, if possible, seek an advance agreement.

2. Before undertaking an IR&D project,
determine—and document your determination—
that the effort is not required in the performance
of a contract, sponsored by a grant, or part of
the development of technical data to support
submitting a bid or proposal.

H

5. When performing IR&D projects, ensure
that there is a mechanism in place for
determining whether (and when) you are
awarded a contract that requires the same effort.
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