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ADS welcomes he Single Source Reguiations Office's (SSR0) effons to seek clariy on a number of
aspects of the Single Scurce Costs Standards (SSCE) - Allowable Costs, which both contractors and
the Ministry of Defence (MOD) must have regard to when detarmining whaether costs ane Allowable in
single source qualifying defence contracts and sub-comracts. ADS remaing committed 1o working with
the SSRO o ensure single source contracts not only deliver good value for money for the taxpayer
but aleo fair and reasonable prices for companies undertaking gualifying contracts.

Over the past few weeks, representatives of the ADS Defence SSCR Advisory Group (DSAG) -
comprised of & range of member companies - has met on & number of occasione to discuss the
proposed updates fo the SSCS. These meetings were also attended by representatives from the
Singe Source Advisory Team at the MOD, logether with Akhlag Shah and Monika Kochanowska-Tym
fram the SSR0O. Discussions between all parties proved to be wvery fruitful and, encouragingly, &
degree of coneensus on the proposed changes hes been achieved betwaen industry and the MOD.
Ta that and, | enclese a copy of ADS' responss (o the SE5R0O'S consuliaton on the staliony gusdance.
The tabde inserled inlo the response farm provides detailed leedback on each section of the guidance,
together with suggesied textual amendments that industry feel would serve to provide further clarity to
both the MOD and contractors.

A significant number of members have noted that the SSCS contain a mix of general and statutory
guidance, This poses a chalienge in that it is often difficult to decipher whether a specific aspect is
general guidance or statutory guidance. Indusiry beleves that it would be preferable and mang
appropriate for the S3CS 1o contain statulory guidance only, Additiona? information and general
guidance could be provided in & separate sectlon or document. Furthermore, it would be beneficial for
industry to better understand the status of the answers provided in the in the regularly updatad 'S5RO
Answers’ document in relation 1o the stabutory guidance - especially when the latter refers o ssues
not currenlly addressed in the guidance. Finally, industry would urge caution in restating specific
aspects of the Defence Reform Act 2014 and the Single Source Confract Regulafions in the guidance
as this may lead to ambiguity or misinterpretation. However, cross-references o the Act and
Regulations would be welcoms whene they improve understanding and provide clarity,

| hope this feedback iz vaeful and please do not hesitale to contact me shauld you reguire any further
information on any aspect of industry’s submission. ADS looks forwarnd 1o the publication of the final
guidance document in (e surmmer
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Statutory Guidance on Allowable Costs

Consultation Response Form
Your details

Name:

Organisation:

ADS Group

Position:

Consultation questions

When answering the consullation questions, it would be very halpful if vou could
suppor your responses with additional explanation and detail, particularly on areas
whara you disagree. This will help us to understand the basis for your answear and
inform our finalisation of the guidancea. As a minimurm, please include the paragraph
nurmbear your commeant refers to.

Please do nol feeal that vou need o respond 1o all of the consullation questions sal out
in the document: we welcome brief or partial responses addressing only thosa issues
whare you wish o put forward a view.

Comments on shyle and formatting are nol required.

In the interests of ransparency, il & our intention to publish responses to this
consultation on the SSRO website upon complation of the consullation. Please indicate
whather or not you consent to publication of your response by ticking one of the boxes
balow.

Pleasa nota, il you do not consent to publication, we will treat your response as
confidential to the axtent of any disclosure that is required by law. In the eventl we are
required by law 1o make a disclosune of your consultation respanse, 1o the axtent we
are lagally permitted o do so, we will give you as much notice as possible prior to such
a disclosure and will take into account all reasonable requests made by you in relation
lo the content of such a disclosura.

Yas > Mo
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Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes Mo |:|

Please add comments:

Please === table, overeaf.

QUESTION 2 - Do you think there are any other sections of the guidance that
wiould benefit from further clarity?

Yes MNo |:|

Please add comments:

Please === table, overeaf.
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Consultation Response Form

85C5 guidance/reference

Issua/Consequence

Proposed change to S5CS5
guidancea

1.2 'This guidance must ba followed
unlass there are good reasons not o'

Circumslances are complex batwaean tha MaD
and industry. The S5SCSs cannol envisage many

of the circumstances or prior
agreamants/contracta/sales tarms.

If both the MoD and industry
axprassly agree that a cost is 1o

aither be allowable or not
allowable, that agreament must be
adequate and nol subject to later
challenge/SSR0O review. This ability
to depart by agreement is common
in many countres’ allowable cost
arrangements. It is particularly
relevant whan the S3C5s are
principles based and not rules.

Either the SSCSs should be
followed or an explanation for tha
divergenca should ba fully
docurmantad.

2.1-2 4 Background
4 1-4 4 Previous Guidance

This is not statutary guidanca, ror is it reguired
(except for 4.4 sunk costs 1o be moved to
appropriata statutory guidance saclion ).

Delete. The document should
clearly sat out what is and what is
nat statulory guidance.

4.3-4 5, sunk costs. ‘The parties
wolld make appropriate
arrangamants such that is should be
unnecessary for any question to

Can parties agree that sunk costs are Allowable
Costs (remedy above in 1 would make this
passibla), of is this out with tha law:

What are sunk costs must be defined (costs in

Whare contacts are converted 1o
QDCs by agraarmeant on
amendment then all costs, pricing,
commitmeants, and labilities arising
from the contract befora
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Consultation Response Form

Item S5CS guidance/reference Issue/Consequence Proposed change to SSCS
guidance
ariga...’ inventory not applied to contract, rates for part of | amendment shall be axampt from
a yaar, sub-assemblies, ilams on order bul not the DRA. Each party agreas that it
vel delivered). All committed work should be will nol make any reference 1o the
outside of the SSCS dafinition. S5R0O with regard to any matter
arising from or related to the
conftract prior to that amendment.
Contract reporting under tha DRA
shall be bmited 1o the amendmeant
alone. Mo sub-contract undar the
un-amended contract requirements
shall bacome a QSC.
4. 5.4-5.5 Seeks o dafina tha The definition goes beyond the ActRequlations, | Delete section.
calculation of value for the purposas | and is a poor inlerpratation.
of the thrasholds for QDCIQSC o _
The definition is outside of the scope of Statutory The I ,
Guidance on Allowable Costs '"E, “m"':'t?' on F"f'"'fa_“'
aquipment’ is an artificial construct
5.2-5.7 |5 not statutory guidanca. and has no application under the
Reqgulations.
5. 5.6 More information on international | As per itemn 3, not suitable for Allowable Cost Delete sacton.

collaborative contracls

statutery guidance

Industry has repeatedly asked for
this definition to be clarified. The
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Consultation Response Form

Item S8CS guidance/reference Issue/Consequence Proposed change to SSCS
guidance
SSR0 should darify f explain what
this means BUT not in the SSCS
guidance.
Usa of the word ‘and” rather than
‘or' is not in accordance with the
Regulations.
B. 5.8-5.10 SSRO Saction is not wholly application of guidance, Rewrite saction 1o ansure only
advicalopinion/daterrminalion particulary when using the S5R0O Halp desk refers to application of guidanca.
7. & Section should clearly state this is | Currently unclear what is and what is not Clearly designate as statutory
now statutory guidance statutory guidance. guidance.
B. 7.1 Cost must meetl AAR “supportad | All costs must be AAR, but the guidance should | In this context adequate evidence

by adequate and sufficient evidenca”

state that the standard of adeqguate (remove
sufficient from statement as this is a tautology)
evidance should differ dapending if the cost i
actual, or estimated

Rewvisil sacton wording including:
Bullat 3 ‘not reflected again”
Bullet 4 ‘and reflected’

refars to credible information that
materially substantiates the matter
oontanded. Tha axtent of that
infarmation should be limited to
whal = realistically available
without disproporlionate expensa.

Expand principles to set out
differant standards of evidance that

may apply batweaen actual costs
and estimated costs.
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Consultation Response Form

S5CS5 guidance/refarence

Issue/Consaqueance

Proposed change to SSCS
guidance

Levals of evidenca must be
reascnable, that contractors will be
axpacted 1o have the data,
olherwise parametric data far
estimates is appropriate. A
shortage of evidence should not
lead to failure of allowability when
no morebatter information is
realistically available.

The deterrmination of what is
reascnable should be sean not only
as parl of attributes of cost but also
the overall deal. The projects are
invariably complex and require the
ability to look at what is reasonable
in the context of the entire project
and not just single elemeants of
costs that distort the negotiation
batween the parties.

Reword section carafully.

7.3 'mssantial. . _at pricing and contract
delivery.._.cosls are._ demonstrably
linked 1o the output delivered. ..’

This hurdle is inappropriate for many overhead
costs, Watal business costs, or costs that are for
anothar purposa, howaver banefit the QDCASC
through a subsequent patential lowering of cosl

Direct costs can be demanstrably
linked o the contract.

For indirect costs, they banefit the
business as a whole al a realistic
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Consultation Response Form

88CS guidancelreference

Issua/Consequence

Proposed change to SSCS
guidance

scale. They may banefil the
conlract in guestion or the pricing of
fulure work. Allowance of costs that
banefit fulure work is consislent
wilh the comparability principhe.

Remaove this requirament for
indirect costs and redefine in terms
of ‘banalit 1o the contract or tha
approprate business ovarhead’.

Also after “are avidenced” insar “if
requasiad by the Secretary of
Slate'.

10.

7.4 'Itis expacted thal any costing
system. . allow the identification of
costs as they are allocated'

Wording is loose, ‘any costing
system’

[dentification of costs under
ERP/MRP systems, niscessarily
resquires algorithms whan applying
own manufactured material and sub-
aszamblias.

This is not consistent with many company
accounting/ERP/IMRP systems. Allocation of cost
and incurring cost may be at very differant times
across multiple projects. Reward

Actual costs are often derived using algorthms
(usually agresd with MOD and documanted in
the QMALC).

Saclion requires re-write to
incorparate modarn accouwnting
systems. What is meant by the
“costing syslem™? |5 costing
mathodology the comact larm?

Feword to reflect manufaciure
under ERP/MRP systems using
anonymousTungible siock, possibly
incorparating standard product
costing with variances.
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Single Source Cost Standards

Consultation Response Form

55CS guidancelreference

Issus/Consequence

Proposed change to S5CS
guidance

Distinction neads o ba madea
batwean tha core accounting
gystem and the MoD costing
system that draws upon the
accounting system data.

Contractors and the MoD by
agreament, from tme to ime,
spread cosls across several years
to ease MoD cash positions. The
guidance should recognise this
pragmatic assistance.

The MaD costing system s often
saparata from, but derved and
based upon, the accounting
system, again this should be
reflected in the guidance.

11.

B.1 Cost identification and
maasuremant

+ Inclusion of ‘demonstrably

+ As before, demonstrably linked is an

+« Remove demonstrably
linked, for indirect costs as
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Consultation Response Form

Item SS8CS guidancelreference Issuel/Consaquence Proposed change to SSCS
guidance
linked" again inappropriate test. per itam 9 above.

+ Definition of ‘total cost’ here +« Remove dafinition of total cost, tha +« Address valuation in SSCRs
including all options/variations SSCRs should define al least two levels . ived from’ I
in inappropriate. This requires of contract valuelcost — for thresholds » sdarvad from tha noma
wider consideration for and reporting, as the requirements are accolning sysiam jsutyact
reporting (separate from saparate b Agreed m_m“'"'-"’
threshold testing) meathodologias). Ramove

+« Many contraclors do not report under ‘policies’ from last senlence
¢ ‘In hne with Intemational IFRS in 8.1.
Financial Reporti
Standards’ porting « Change IFRS with reported
GAAP The SSRO needs lo
define treatment of hadging,
and foreign exchange.

+ Reword to read ‘direct and
overhaad and indirect
costs’.

12 8.6 'Overhead and indirect costs This is loo strong a test for many indirect costs. It | Relaxiremove this requirement, see

which cannot be diractly
affributed. .. though necessarily
having been incurred during the
performance of the QDC'

also ignores the wider business benefit that may
axisl

Salling and Markating in reducing cost to
MoD/Developing product

This may perpetuate many rates (sacurity for
MoD a.g.) rather than take a wider view, in

item 9 above.

Altributable definiion will also
require relaxation.

Remowve words "during the
parformance’
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Consultation Response Form

ltem SSCS guidance/reference Issue/Consequence Proposed change to SSCS
guidance
extramis, contraclors will place QDCs in SPVs.
Some costs will be incurred befora/after the
parformance of the QSC
(accruals/prepayments/depreciationPVRAD)
13. 9.2 Mo section axists Renumber section of document
14. 9.4 ‘A cost is Attributable if incurred Thesa lests are too harsh for indirect costs. Thay | The test should be re-writlen:
directly or indirectly in the fulfilment | do not permit a wider business banefit, nor the ,
of the QDC in question and recovery across wide general overhead pools. Gﬁst? fh':;”m e ram-.-:lra; 't" d
necessary to fulfil the (Sea above) consisiant mannar {subyact 0
requirements of that contract’ agread .rar.n:.-ar;.- methodologies),
the basis of indirect cost
Bullet 4 in blue box. ‘Does the cost apportionment is reasonable,
have a causal relationship with the aquitable and consistantly applied.
conftract, in the sense of being , .
required for its delivery? Hawpm fulfilment and fulfil the
requirements of that contract
Bullet & in blue box ‘incurred in 5 L6
fulfilling the specification of the QDC' amove huet 4 &6 or changa io
‘a baneficial relationship’,
Bullet 7 impossible to prove a ‘maintaining capacity’.
nagative. ,
Bullat 7 reword, Thara is no
avidance thal tha cosl has baan
recovered elsewheara’.
15. 9.5 Reasonable ‘incurred in the This addresses direct costs, nol indirect costs, Widen the definition o allow
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Consultation Response Form

Item SSCS guidance/reference Issue/Consequence Proposed change to SSCS
guidance
normal delivery of a contract’ and first | overhead costs that may reduce QDC costs indirect allocation, and allow costs
bullet ‘congruent with meeting the through spand on somathing entirely nat in the that benefit the contract, or futura
confract performanca raquiremeants’ parformance requiremeants. pricing, through lower
costsloverhead spreading (per fam
9 abovea).
The definition is long and not well stated. US
FAaR/Australian cost standards do batler.
‘a cost is reasonable if it would
have been incurrad by a prudent
businass person underiaking
commercial work”.
16. 10.2 ‘Costs that are assessed as This criteria is invalid for estimated allowable Specify for actual costs, or
baing allowable....expecied to be costs. estimated costs where the pricing
reconcilable to actual costs incurred.’ ) relies on a previous actual.
Mot required by the Acl.
17. 10.4 Referenca to fixed assels Language is inconsistent with modern GAAP Change to ‘non-current assats’.

Changes in valuation of assels

‘Mo recovery of dapraciation charges

MNeeds o define what changes, fair-value
adjusiments, impairment, revaluation,
depreciation

Should be limitad to contracior
discrationary revaluation.
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Item S5C5 guidancel/reference Issue/Consequence Proposed change to SSCS
guidance
whare the costs have been recoverad | This could be seen o include CSAs Stale other than CSAs.
through other means' o
Should be limited to no recovery
wheare recovered from the MoD
through other means.
18. 10.5 Goodwill may be allowable ‘and | Conlractors are antirely at the discration of the Further dafinition requirad.
should be approved by the Secrala Sacretary of State.
of State’ . 4 Y Remove the discretion of the
What guidelines for circumstances when Sacretary of State.
recovery is appropriate?
i Ay Amortisation of software must be
Does not address the logical problem with the simply allowable and removed from
BPR being stated net of impairmeant of this section.
oodwilllintangibles.
g 9 Goodwill impairment should be an
This should address 3 types of intangible 1. adjustment to the raference group
‘oparating assets’, such as software, fair value for comparability. It should not be
assels on business combination, and goodwill an allowable cost (and relates 1o
group accounts only).
IFRS replace with GAAP.
19. 10.6-10.8 New section on risk.

Definas:

+ Estimated Risk (some degree
of contractor control)

Fundameantal misunderstanding of risk, and the
BPR does not address estimated/programme

Rewrite section:
Contractors should price all risks




Single Source Cost Standards
Statutory Guidance on Allowable Costs

Consultation Response Form

ltem S8CS guidancel/reference Issue/Consequence Proposed change to SSCS
guidance
+ Programme Risk (may be risk. into the contract al the average
coverad under the risk acted outturn.
adiuet . L to the BPR) Confractors must price, so thal on average the -

) outturn is at the pricad profit rate (or the The BPR should assess the
contractor/MoD will be advantaged). The variability of that outcome (the
variability around that outturn is risk. shape of the distribution curve).

_ Contracts with long and flat
Contractors cannot influence the price of steel distributions are risky, and vice
per sa, however they must assess the likely verea
actual costs and price it in. Indeed they can buy i
forward to manage the risk. Consolidate bullets from 11.1.
An agreed lexicon of tarminology
on risk is required.
This requires further discussion,
howaver the above mathodology
would lead to fair and reasonabile
pricas with average expected
outturns at the reference group
profitability with reward for
(vanable) risky contracts.
20. 10.9 ‘wherea it is not possible 1o This should state “accepted for inclusion as Add indirect ... through the

identify stock losses or obsolescance
costs that specifically apply to

conftracls then they may be accepled
for inclusion as Allowable Costs. This

indirect Allowable Costs through the overhead
process’

dvarhaad procass.

Delete last sentence, or change, 'if
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Item SSCS guidancel/reference Issue/Consequence Proposed change to SSCS
guidance
will only apply whan the contractor's | The last sentence is not understood. there is evidence of poor storage,
costing system s able to isolale handling or control’. It is impossible
these stock losses as an indirect to provide affirmaltive evidence,
ovarhaad' nagative evidence is possible.

21. 10.10 Redundancy payments ‘and Redundancy happens as a process not always in | Remove requirameant to repor.
notifiad to the SSRO as part of the large initiatives. Much of the requiremeant to pay | Otherwisa there should be a de
reporting process. levels of redundancy is conlfractual and often minirnis threshold for redundancy

dates from MoD TUPE requirements. Reporting | (HR1 threshold?).

i& therafore onerous, with no added value and Remave requirement to gain

the ‘process’ is unclaar

P - approval for the MoD. I payments

are contractual, and the contract of
amployment is reasonable this
should satisfy AAR, no other test is
required.
Possibly add a total redundancy
paid in year to a supplier raport.

22. 10.11Employes banafits ‘arrived at in | Many contractors do not use IFRS Add ‘or contraclor local GAAP'.
the manner prescribad by the
relevant International Financial
Reporting Standards

23. 10.12 PVRAD ‘development Many contractors do not usae IFRS Add ‘or contractor local GAAP'.

axpenditure in accordance with the
relevant International Financial
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Item S8CS guidancel/reference lssue/Consequence Proposed change to SSCS
guidance
Reporting Standards’

24. 10.13 Resaarch and Development First santence is not requirad: Remove this bullet point.
final bullet. ‘Ressarch and B e
deveopmentcosswilrtbe | Devsopment Ll bhn doss ntprocre 10 | Researe sl be souatle,
allowed where there has been no propa ' v . velopmeant.
discemible benefit provided 1o the |5 this 1o restrict research — is it required?

MOD or the public sector as a whole

or where sufficiant evidenca ks not ‘Sufficient evidence' this is not required, without
a“ﬂilabh Ta] ﬁup‘:":"i the research and avidances it would nat ba ﬂlh‘l‘l’-ﬂbh
development costs’

25. 10.14 Abortive research and What is abortive technology expenditure — nol Reword ‘Abortive development
technology expenditure undersiood enxpenditure should be treated in

, ) , . the same was as any olher
How is abortive research achieved? devalopment expanditure’.

26. 10.15 ‘MoD had agreed o it in Much research is small and a conlinuous Research should be replaced by
advance of the research being process development. Material development
undertaken programmes only should be agreed

in advance.

27. 10.16 "Due o tha timeframes that Research and Developmant are separate issues, | Delete research.

research and developmeant
programmes can span, it may be
difficult 1o reach final decisions on tha
treatment for pricing...."

this is ol relevant for research




Single Source Cost Standards
Statutory Guidance on Allowable Costs

Consultation Response Form

Item 88C8 guidance/referance Issue/Consequence Proposed change to SSCS
guidance

28 10.17 Pansion Costs. Whather Both types of schema are Allowabla, only the Remove this santenca.
paEnsion cosls are quantumiwhat elemants are allowable are in
Allowable. ... dependent upon quastion
whalher it is a defined banefit or
dafined contribution schame'

29. 10.17 “Any pension costs claimed This is unclear; it should state that the rates for a | Clarify. And parmit FRS 102

rriust raconcila with those shown in
the confraclor's income statamant,
olhersise thass will ba disallowed .

Defined contribution plan
contributions are to ba included as
an Allowable Cost:

Firzsl santence s incormac.

BU should be reconciled o the accounts pansion
disclosuras.

Costs as accounted for on an accruals basis, not
simply tha cash contributions.

Remaove first sentenca.

dispensation 1o saparate inclusion
of pensions information relating to
that antity if full disclosure is made
(and referanced) at a holding
campany of group level. In such
circumstances an equitable
apportionment of the costs should
acerue to the reporting entity or BLU.

Clarify, the charge is allowabla.

Remove first sentence. Proposed
para 10,17 balow:

All current pansion costs, whether a defined banefit schemea or a defined contribution schame, as provided in the Income
statement as an operating cost are allowable. Thase costs should be reconcilable by schame 1o the disclosure notes in the
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88CS guidance/reference Issue/Consequence Proposed change to SSCS
guidance

statlutory accounts for the enlity in accordance with the relevant GAAP. ia.

+ Defined Contribution scheme: All amployer contributions paid or accruad in the year.

+ Defined Benefit scheme: The relevant annual allowable expense is thal which is considered the normal pension costs
that is atiributed to the relevant employees for service in the current period, and not related to the funding of any deficit
cost or past expanses, therelora:

o The current service cost is allowable, this represents the increase in the pension schame liability for an extra
vear of service for that employee;

o Annual administrative expensas, running costs and advisory fees are allowable as these are reported as an
operating cost relating to the scheme (including PPF levies), however,

o All other expansas recognised in the profit and loss account which relate to past service costs, sattlamant gains
and losses, nat interest on the pension liability and all re-measurements recognisad through the statameant of
other comprahensive income should be ignored and not allowad.

It is recognised that ratirement banafits are often significant in the context of employer financial statermenis and some
companies operate as part of a group where disclosure is parmitted at group level so will not be readily identifiable at a unit
level. In these casas an aquitable proportion (suggest based on pensionable salaries) of the relevant costs should be included
in tha claim of the unit.

10.18 Markating & Sales Sales campaigns that if successful would spread | M&S costs should benafit the
. overhead costs away from regulated contract businass as a whole and its future
Marketing and sales costs can only scope and development, as par
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S8CS guidancel/reference Issue/Consequence

Proposed change to SSCS
guidance

ba considered alowabls, if they are costs are not encouraged.

demonstrably linked to a QDC/QSC
L abcia Product development for others, which the MoD

may banafit from, is not encouraged.

Contractors may be incentivised 10 split their
legal entities into regulated contract work and
other work so as o ensure recovery of MoD
coste/no dilution of overheads.

‘and refrospective in nature”

item 9 above. Not allowing M&S
costs is inconsistant with tha
comparability principle (unless tha
BRP is adjusted).

M&S must pass the Reasonable
tast. With conftractors justifying
costs, likely outturns and linking
campaigns to future volumes.

Allowing costs in year, is
predictable (not volatile), and
relates 1o normal overhaad levels.,
Linking MA&S 1o specific contracts
lacks relevance.

The proposed refrospective M&S
solution may allow for litthe or no
costs to be allowed. If nafsmall
QDCIQASCs are placed at the time
of winning other work.
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Item SS8CS5 guidancel/reference Issue/Consequence Proposed change to S5C5
guidance
3. 10.19 Definition of ‘'demonstrable link' | Cost allowance is at the time of M&S spend_ At Remove these lests.
i& halpful but not complete. “Whera it | this point, business plans will sat out the L
can be proven that any such benefit | potential cost reductions (but they are polential The M&S a'::':”t’" ;hnuld I;'B an
was anabled by successful sales and cannaot be ‘proved’ al this point). Additionally, app;nﬂpr‘;ala 1h;t&!5 rei:lfsl;.i:?;::
and marketing effort’ they are always of a speculative nalure therefore ;'pnzm :ai:: dmnlnnstrama
Succass’ is unknown. prospactive banefits il successful to
the MoD either through lower
ovarhaad costs or product
davaloprmeanit.
These campaigns and benafits
should ba discussed with tha MaD.
32, 10.20 Reworks. Some ilems are scrapped not reworked, thasea Reword 'Rework” singular in the

Requires axpansion 1o include scrap.

Rework ‘that is agreed and part of a
complex process which is
evidenced in the circumstance’

should be allowable, for normal levels of
scrap'yield, where the contractor is not negligenl.

Rework as above at normal levels should be
allowable. Why and with who must it be agreed?
Why must the process ba complax — some
simpla processed yield failure rates?

Sacaond bullel, what ‘s evidenca’

tithe. Section should consider scrap
and rework.

Include scrap and rework at
narmalnon-negligent levals as
allowabdle.

Consolidata bullet in 11.1 final
bullat.

Remove the agreemeant (contactor
and MaoD) of scrap/rewaork unless
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Itam S8CS guidancelreferance Issue/Consequence Proposed change to SSCS
guidance
abnormal. Cests nol ‘agreed” Bul
MoD satisfied.
Remaovea the complex procass
Requirameant.
Substantiaion may requine the
provision of learming curves,
historical non-conformance rates,
Q0 systams, ale.

33 10.21 Refunds. ‘reimbursemants, Thary should only reduce costs thal ware Amand o read ‘reimbursemeants,
cradits, grants or refunds are allowabla origirally. cradits, grants or refunds relevant
received by contractors and cannot Why i th i for thi voa? to allowable costs are recaived by
be identified to a particular contract ¥ I Thans 2n sampis for s ans yps contractors ...
then these should be apportioned to | The first senlence ‘apportioned’ is confusing and
individual contracis o reduca poorly staled.

Allowable Costs'. Delete axample.
Change 1o ‘credils ... that are
indirect’ rather than ‘cannot be
identifiad to a particular contract’.

34. 10.22 Insurance. Mot allowable ‘such | Requires lighter specification:

as faulty workmanship, defective
parts not for less of profit’

+  Should not disallow insuranca for othars
faulty workmanship or own manufaciurad
parts.

# ‘contractor abnormal
levels of faulty
workmanship, and own
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ltem S8CS guidance/reference Issue/Consequence Proposed change to SSCS
guidance
manufacturad defective
o . : parts’
+ Consider insurance for post-delivery risks
a.g. warrantias # Include insurance and/or
warrantias for post-delivery
risks.
« Consolidate points from
sachon 1.1
35. 11.1 Contingancies {bullet 9&10). Simplify by stating that actual allowable costs Delete and rewrite with fsk section
This section is confused, and coupled | cannot include contingancy, contingency is only | and BPR section, this neads o be
with the previous inappropriate relevant for estimated allowable costs. consistent with item 19.
definitions of risk are problematic.

g The MoD has suggested a full
review of risk and contingencies,
with tirme and angagement of all
parties. This would be helpful.

36. 11.1 Labour rates (bullet 11) which All costs must be evidenced, why is this Delete.
cannot be evidenced as meeting the | required.
- ™ Bqut Labour rates are discussed, agreed
AAR principles.
and sellled as a whola.
ar. 11.1 Inflation (bullet 12) with regard to | What is the benchmark data? Pricing i an art, there will be many

labour or costs of matedal, which s
not evidencad against the
appropriate banchmark data.

opinions and different data sets to
assess the appropriate level of
inflation. This must be discussad
and agread. This statement i not
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Item 85C5 guidance/referance Issuel/Consequence Proposed change to SSCS5
guidance
requined, simply part of AAR
evidance, dealele.
38. 11.1 Sponzorships {bullet 14) Some sponsarships should be allowable, such Definition is too wide, specify what
as graduatafapprentica sponsorship. The S5R0 | sponsorships are o be disallowed
does nol want to be sean to discourage (marketinglobbying). 15
workforce development and be oul of line with Appropriata.
statad govemment policy.
39. 11.1 Insurance (bullet 16&17). A It is well established that pre-acceptance, there | Ameand para 11.1:

distinction needs o be made
babween tha cost incurrad in

rectifying “faulty workmanship® bafora

accaptance of goods and the risk of
rectifying defects in goods afler
accaptance.

i& a differance batween costs incurred in scrap
and rework as a normal consaguence of the

replacement af faully goods pre-dalivery and
accaplance. The former, subject o AAR, is an
alkywable cost, the latler is not unless part of
normal scrap, rework and learner.

tha risk of that laller cost should not ba
allowabla.

However, post acceplance, the cost of repairing
is legally liable (ag an axpress or implied

warranty as to the quality of the goods) is a risk
that has been recognised by the Review Board

manufactunng process and the cost of repair and

Therefora, any insurance pramium paid to cover

or replacing faulty goods for which the contracior

as a cost that should be taken into account in the

‘Cost or pramiums and payments
far insurance which cover tha
contractor's own pre-acceplance
dafects in malenalks or
workmanship incidental o the
normal coursa of construction or
manufacturing. This includes the
insurance 1o repair defects in
materals or workmanship or
consaquential loss that relates 1o
profit and theralore will not mesat
Appropriate, Attributable and
Reasanable critaria.

Costs for the remedy of faulty
workmanship or the consaquences
that resull pre-accaptanca. This
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guidance

confract price [para 319, TGR, March 1993, and | does not include costs or premiums

i& reflected in comparability [para 309, 1986GR, | for expenmental industrial

March 1996]. If that risk is an allowable cost, processes thal have bean agreed

subject to AAR, then the cost of premiums to as parl ol a contract, nor wastage

insure against that risk should also be allowable. | as a natural consequence of

This requires discussion with the MaD {progress ;ﬁﬁ:ﬁi:ﬂ%;ﬁ::&gg;:ﬁg.

was made under a change Io the GACs lala in

the GPFAA's life). We have a saparate paper on

ks,

40. 11.1 Faulty Workmanship (bullet 18) | Further clarfication over what ‘rework’ is and Rework, rectification, and

sn't allowable has bean provided within SSRO CONCAassions are an intrinsic part of

Opinion 1. Further guidance should be provided | any process and therefore should

to assist in calegorising rework into first in class, | be allowable. Contractors should

re-specification and faully workmanship in order | be encouraged to minimise rework

to avoid this being a continued area of excessive | and potentially high levels of rework

nagotiation. should ba not allowable, but no
process will ever give a 100% pass
rata. This could be judged under
iIndustry Nofms oF Ristoncal Rofms.
Seea lems 34 & 39 for warranty.

41. 12.3 ‘Exceptional or abnormal costs | This has no context. No costs are normal in This section neads a complete

will nat generally be allowed whera
thay relate to normal commercial
business risk and any discussions

closurelrationalisation. There is no relationship
with normal business risk.

reconsidaration and rewrbe. Acl as
a prudent commercial
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guidance

around closure or rationalisation of businassman.

plants must ensura that value for ) ) _

money remalns tha primary What are normal commercial business risks?

consideration. Contractors must

demonsirale innovation and

efficiency in the proposals they ‘must demonstrate innovation and efficiency” Cosl neads to be reasonable only.

submit for reducing the costs

associated with the closure or

rationalisation of a plant.’ Such costs usually fall outside of
tha scope of the DRA ‘goods, works
or services’, and the MoD seeks o
pay without adding profit (a
contrachual vehicla may be
required).

42, 12.4 “net cost of This is not understood, the profit siream moves Delete section. Allowable costs are
rationalisation/closure must be tested | from sile to site, this is no change. What benefit | not in question. Any windfall to the
and recoverad against the banafits does the SSR0 saa? contractor from say increasad
associated with the other siles or joint . , . , volumes and overhead reductions
vantura' What does ‘lested” and ‘recovered’ mean. on fixadifimm contracts elsawhars

What is the net cost of closura? should be addressad in the
commercial lerms.

43. Idle Facilities:

12.6 “‘designed for that purposa’

Unlikely QDCs/QSCs existing when designed

Remove requirement, or ralale to
MoD neads. Make business case
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guidance
aptimal to maintain rather than
) o , _ _ closadrainstate.
128 “unusad due to a change in All facilities will bacome idle eventually and this
govamment or defence policy which | can be foresean, but this should not be a criteria | Remove ‘urgent deploymants’,
could not have baan predicted by the | of allowability critaria not reguirad.
conftractor’
As aver contraclors must seeak 1o
ba efficient in their managament of
idle facilities (reasonable). MaD
may seek to contract directly for
maintenance of facilities.
44 12.9 ‘payment’ This is not an AAR matter. Deslete.
45. 12,10 “separately reporiad o tha Whom should maka tha report to the SSROY Clarify, Maly in the first instance?
SSRO' This may ba added to the reportin
Reported to tha SSRO only if the paymant is suite y P g
within a QDCIQSC '
48, 12.12 Pensions “Any costs that do This is inconsistant with 12.11 Remove

nal relate 1o current year sarvice
costs, and are factors relating Lo
financing cests, investmant
parformance, insufficient contribution

levels in previous years and other
activities not directly connaclad with

the current year, ara generally not
Allewabile.”

Consolidate with 12.11 and 12.12
with 10.17
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47. 12.14 "Development expenditure that | This conflicts with guidance in section 10. The Delete
gives rise to an intangible asset accounting trealment is not a criterion of
should be attributed o the relevant allowability
product or products of the contractor’

48. 12.14 “The intangible assat Yas it would — contractors must follow GAAP, Deleta saction, nol required.
generated should fulfil the criteria set | does this mean research is not allowable as it is | Accounting does not define
out in the relevant accounting naver capitalised? allowability. This is contradictory 1o
standard.’ Wrong word — should ba development earlier sactions on research and
The costs of this research developman
axpenditura would be recoverad
through the costs of the relavant
products whan thay are sold’

49, 12.15 ‘Expenditure made in respect This is at variance with the rest of the guidance. | Delete
of the research phase of a projact This means research is never allowable (1AS
that will not generate an intangible 38), as rezaarch i not capitalised.
assel, and which will not genarate
probable fulure economic benafits for
the MOD, should not be treated as an
Allowable Cost.'

50. 12.16 (and 10.13 Research and The requirement 1o offsal tax credits for R&D If R&D tax credits are offsal against

Development)

against any cost charged o a MoD contract,
disadvantages the defence contractors in

allowable costs then, a pragmatic
system has been agreed batween
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guidance

comparison to other industries.  In normal tha MoD and contractors, as it is

circumstances investments in R&D would be impossible 1o estimale the banafils

axpected 1o generate profits from sales to (subjact to governmant palicy,

customers and receipts from tax credits. change and intarpretation).

If allowed to remain: 1. No banefits of RED tax
credits are estimated in the

Should be offsal to the extant that costs have allowable costs

baen realad as allowable

_ _ 2. When direct benefits are

MNeads 1o expand and explain this is limited Lo realised, on regulated

ATL contracts the MoD is directly
reimbursed, when realised.

3. When indirect banefits ara
realised, the actual indirect
costs are reduced
accordingly.
51. Saction 13 Cost allocation and This is not statutory guidance. Delete sactions.
authority and 14. Authority and
responsibilities
52. 13.1 Cost allocation ‘required The OMAC does not determine that costs are Cost typas should be sentenced as

annually to declara, through the
questionnaire on the mathod of
allocation of costs, their normal
acoounting and cost allocation

alkvwable, bul it 15 a kay way o debarmins
atfributable, equitable allocation and single
recovery.

direct or indirect and that
santancing should be declared and
pariodically agreed with the MaD.

The methodology of recovery of
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guidance
approach. This declaration doas not indirect costs should be
pre-detarmine whethar costs are documentad {numerator
Allowable. composition and denominalor
calculation) and periodically agread
with MoD.

53. 13.2 ‘A contractor will follow its own | Thare may be many small deviations and The contractor should declare all
normal accounting systems, and in nacassary system changes in a period. Some material deviations, with only major
advance must daclare when it plans | changes are GAAP or syslem driven. changes requiring prior
;:?ﬁﬁ;éh EE;;:‘ :‘:E.isji ] Cost accounting for MoD will normally be suthorication.
stale o oo saparate from the core accounting system, Costs are recorded in the normal

rment explaiming why it 15 doing
- accounting system, thesa are then
used as a basis for compiling the
MoD costs through a methodology
as in itam 52.

54. 13.3 The contractor's costing system | The accounting system is the system to produce | Clarify the requirement. A
must ba the same for MOD work as it | management and statutory accounts. It will be consistent system is required for
i& for other work in which it is the source of data o produce MoD reports, MoD costs (often a OMAC), sea
engaged thus ensuring that the contract costs, estimates and rales. iterm 52.
allocation of costs can be relied upon . .
as baing bath fair and transparant. Tha contracior is lm&_ to report and gsumata for

non-MaD customers in any way it wishes.
55. 14.1 Scopa of SSRO authority Pricing of COTS/MOTS, commercial items and Asg per item 1, these should be able

non-developmental tems contnua nol to have
baen addrassad.

to be agreed by both parties as
sitting outside of the pricing
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S8CS guidancel/refarance

Issua/Consaquance

Proposed change to SSCS
guidance

Thesa are ilams which have a verifiable market
prica, and when included in a regulated contract,
should be priced at those prices and not using
the pricing formiula.

formula, and excluded from
reporting.

If both the MeD and industry
axpressly agree lo price at the
markel price, that agreement must
be adequate and not subject to
later challengelSSR0O raviaw.




Your details

Name:

Organisation:

Babcock International Group Plc

Position:

Consultation questions

When answering the consultation questions, it would be very helpful if you could support
your responses with additional explanation and detail, particularly on areas where you
disagree. This will help us to understand the basis for your answer and inform our finalisation
of the guidance. As a minimum, please include the paragraph number your comment refers
to.

Please do not feel that you need to respond to all of the consultation questions set out in the
document: we welcome brief or partial responses addressing only those issues where you
wish to put forward a view.

Comments on style and formatting are not required.

In the interests of transparency, it is our intention to publish responses to this consultation on
the SSRO website upon completion of the consultation. Please indicate whether or not you
consent to publication of your response by ticking one of the boxes below.

Please note, if you do not consent to publication, we will treat your response as confidential
to the extent of any disclosure that is required by law. In the event we are required by law to
make a disclosure of your consultation response, to the extent we are legally permitted to do
so, we will give you as much notice as possible prior to such a disclosure and will take into
account all reasonable requests made by you in relation to the content of such a disclosure.

Yes \/ No




Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes y No

Please add comments:

The guidance for allowable costs is very useful in enabling contractors to develop their
understanding of, and assurance frameworks related to, the Single Source Contract
regulations. We are appreciative of the work the SSRO have done to try to improve the
guidance.

In line with this we would suggest that a process is established to update this guidance
on a regular basis, to particularly include further information which may arise through
the opinions and/or determinations which the SSRO will make from time to time. This
would be helpful to ensure that a ‘case law’ type system does not develop, with
guidance being held in different documents.

QUESTION 2 - Do you think there are any other sections of the guidance that would
benefit from further clarity?

Yes | y No

Please note that the comments below are in addition to those discussed during the
meeting between Babcock and the SSRO on 5 April 2016 and within the information
supplied at that time.

As mentioned above we appreciate the work the SSRO has done to provide further
clarity within the allowable costs guidance and believe it is an improvement. There are
some areas where we believe all parties would benefit from further guidance.

Rework — we support the inclusion of the section on ‘rework as part of a complex
process’ as being allowable. Further to this and in order to be explicit over the point
that a level of rework is involved in most engineering tasks, it would be useful to include
terms such as ‘non-zero level of rework’ as being allowable. The section on insurances
should also be updated to make reference to the changes in language made here.

Reasonableness — as agreed by all parties at the SSRO workshop on 4 May 2016, costs
need to be viewed in the light of the overall contract, for example if savings have been
agreed through productivity improvements or efficiency gains. We believe the guidance
should reference this as it would be useful to ensure that these factors in a contract are
considered alongside specific costs when determining if they should be allowable.

Applicable rates — contractual costs are often calculated on the basis of historic rates. It
would be useful to have guidance as to which rates should be used as a reference or
‘baseline’. in particular with reference to the timing of publication of anv rates.




Inflation — we believe there is some confusion as to how to apply the ‘reasonableness’
criteria to inflation calculations. In light of the SSRO recognition that in certain
circumstances benchmarks are not available to adequately represent the supply and
demand dynamics of a market, it would be very helpful to include reference to other
sources of evidence for inflation, e.g. historic trends, as being acceptable.

Warranties — we are of the understanding that general warranties, requested by the
customer, to cover ongoing support for periods after contract completion may be allowable
costs. It would be useful to have a reference to this in the guidance to avoid confusion
with the guidance on insurances.

Project specific assets — whilst noting that capital expenditure should be recovered through
depreciation, amortisation or impairment, in certain circumstance assets are purchased for
the exclusive use of a single contract. Itis our understanding that in these special
circumstances, provided the assets fulfil the AAR criteria, they could be included as an
allowable cost. It would be very helpful to highlight that there are cases where capital
expenditure may be allowable as a direct contract charge.

Evidence — the regulations clearly place the burden of proof for meeting the AAR criteria on
the contractor. Recognising this, it would be useful to have a section of the guidance on
the principles of evidence. For example, we understand that the situation where historic
costs cannot be separately identified for referencing should not make them disallowed
costs, and it would be helpful to highlight that in such cases apportionment methodologies
may be acceptable.

Research and development — the requirement to offset any allowable costs relating to R&D
by any tax benefits received relating to that R&D disadvantages defence contractors in
comparison to other industries. In normal circumstances, a company could reasonably
expect to receive returns on their R&D investments through both sales to customers and
tax benefits. We believe it is only fair to replicate this in the guidance. In addition, we a
not clear under what circumstances IP would be an allowable cost, when tax credits for IP
would need to be applied, or whether it is recognised that the cost of pursuing tax credits is
allowable, so should appreciate further clarification on these areas.

Availability type contracts — for contracts where the MoD is requesting availability or open
support, specific resource profiles and the timing/quantum of costs may be difficult to
calculate due to the nature of when the customer might call on the supplier to provide
services. It would be useful to have guidance as to what methodologies should be used to
establish allowable costs. This is separate to idle facilities/capacity as the MoD is
specifically contracting for an option to call on the supplier, but without setting a demand
profile.

Established contracts — we believe that there should be a comment, within section 10,
recognising that these cost guidelines should not contradict previously established MoD
agreements. In cases where agreements to recover costs from the MoD through future
contracts are in place, these should be explicitly allowable in order to avoid unintended
penalising of industry.

Damages and compensation — there may be circumstances where damages and
compensation costs may be legitimately incurred, for example with relation to sub-
contractors, so we believe further detail should be included recognising that these costs
may be allowable depending on the contract and the allocation of risk within it.




Risk — as discussed at the workshop hosted by the SSRO on 4 May 2016, we note the
guidance on risk is at an early stage of development. We agree with the need to hold a
dedicated workshop to look at this and would again request to be in attendance. We
would suggest that this should be held before the revised guidance is published so the
outcomes can be included. If this is not feasible then we believe the guidance should
include reference to this so as not to cause confusion that the guidance is absolute and
settled on this area.

AAR example checklist — we applaud the SSRO’s intention to provide a checklist to help
identify if costs meet each of the three criteria, however we are not sure whether the
lists published achieve that aim, and should benefit from a further review. For example,
some of the points appear more relevant to other criteria than the one they are listed
under or they do not appear to be specifically relevant to QDCs/QSCs any more than
they are relevant to any MoD contract. We also do not believe that criteria such as
whether something would bear public scrutiny is a relevant measure as long as a cost is
required for the performance of a contract.
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Your details

Mame:

Organisation:

BAE 5YSTEMS PLE

Pasition:

Consultation questions

When anawering fhe consultation questions, it would be very helpful if you could
suppart your rasponses with additional explanation and detail, pariicularly on areas
whera you disagres. This will help us to understand the basis for your answer and
inform our finalisation of the guldance. As a minimum, please Include the paragraph
number your comment refers o,

Flease do not fael that you nead to respond to all of the conaultation guestions st out
in tha docurmant: we welcome brief or partial responses addrassing only those issuas
where you wish to put forward a view.

Comments an style and formalting are nof reguired,

In the interests of transparency, il 1s our intention to publish responsas to this
consultation on the SSR0 websile upon completion of the consultation, Please indicate
whether or not you congent to publication of vour response by ticking one of the boxes
below,

Plaasa nole, if vou do not consant to publication, we will treat your response as
confidential o the extent of any disclosure that s reguired by law. In the event we are
required by law to make a disclosure of your consultation response, to the extent wea
are legally permitied to do 3o, we will give you as much notice as possible prior 1o such
a disclosura and will take into account all reasonable requests made by you in relation
to the comtant of such a discloswre.

Yes m Nurl
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Single Source Cost Standards
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Consultation Response Form

QUESTION 1 - Do you have any comments on the updated Single Source Cost

Standards?

Y

x]

Mo

Flease add comments:

See attached document for BAE Systems plc response.

QUESTION 2 - Do you think there are any other sections of the guidance that
would benefit from further clarity?

Yeas

X

Mo | |

Please add comments:

Al comrments are contained In our respanse to Question 1.




Csestion 1: Do you have any comments on the updated Single Source Cost Standards?

ADS have submitted an indusiry wide response which BAE Systems supports. In addition
BAE Systems would like to add the following comments in respect of the consultation on
Single Source Cost Standards:

Faragraph 4.4 — Sunk costs — Bullet 2 states ‘the parties will not seek to reclaim costs orto
claim additional costs in respect of the period prior to the Amended Confract becoming a
gualifying contract’, Whilst BAE Systems accapt the principle, there might be instances
where there are outstanding issues af the paint the contract becomes a QDC, i.e. dizputes,
claims, rates etc., tha Amended Contract would need to reflect that there were outstanding
isswes,

The term ‘demaonstrably linked” is usad throughout the Standards i.e. paragraphs 7.3, 8.1and
10,12, In paragraph 7.2 it is linked to he output of the condract, in paragraph 8.1 it i linked
to the contract and in paragraph 10019 to financial banefit to the qualifying contract

Paragraph 8.1 states “The tolal cost, including thosae costs propary adjusted for applicable
variances of a confract, is the sum of the direct and overhead or indirect costs demonsirably
finked to the contract, incurred or to be incurred, and incledes the value of all options or
variations that may apply’. Whilst paragraph 8.6 on CQverheads/Indirect costs states ‘These
costs cannot be directly attributed to a single contract but may be apportioned to individual
confracts’. These two paragraphs cannot sit alongskde each olher, so the words
demonstrably inked are unhelpful. In respect of Overhead/indirect costs how can Industry
demonstrably ink them to a confract? As an example corporates reqguine a board of
directors to runfoverses it by law. Whilst accepting that costs must always be Appropriate,
Attributable and Reasonable (AAR), in the example given it is not possible fo demonstrably
link the activity to a cortract, bul no one would dispute this s an allowable cost,

BAE Systems tharafore request removal of the wards ‘demonstrably linked” throughout the
documeant as previows guidance was adequate.

Paragraph 10,17 covering Pensions mixes both allowabde and non-allowable costs. BAE
Systems request that paragraph 10,17 simply covers allowable costs and the non-allowable
costs are covered onca in paragraph 11,

In respect af Markeling ard Sales cestls, covered in paragraphs 10,18 and 10,18 BAE
Sysiems reiterates its previcus comments provided to SSRO. These cosls are a normal
element of most businessas' operaling costs; they are essential for providing opporlunities
for busineas growth, |n the defence market, this provides our domestic customer with
reduced costs due to incraased throweghput, capacity and capability retention of nationally
important skills and facilities, the potential for co-funding of enhancemants to cperational
capabilities of our products, and where applicable, the paymant of commercial exploitation
lewy.

It would clearly not be equitabla for MoD to receive these benefits on gualifying defence
contracts if marketing and sales costs are Lo be genarally disallowable on such confracis.
The proposal that acceptance of marketing and sales costs as allowable on successful bids
does not reflect business reality where not all bids succeed. The cusiomer should not and
cannot expect o banefit solely from winning bids,

An alternative to your proposal in paragraph's 10.18 and 10.19 would be that marketing and
sales costs be generally allowable as incurred 30 long as they are AAR compliant.



Under this proposal the wording of paragraph 10.18 should be rewritten such that marketing
and sales cosls are allowable as incurred, The wording dermonstrably linked and
retrospective would not be requirad,

Faragraph 10.19 is incorrect in refarring to a reduction in overheads. The benefit to MoD is
saan through additional throughput that will lead to a lower overhead absorpfion rate.

|t would be helpful if paragraph 10,22 stated that product lability insurance can be an
allowable cost in certain circumstances. This is particularly refevant to our submaring and
naval ships business whare ‘prototype’ vessels are taken out to sea for sea frials.

The following commants apply to paragraph 11.1 en costs which are generally not allowable.

Bullet six states that entartainmeant expenses of any sort are not allowabla. BAE Systems
request additional clarity that slates that these costs can be allowable if i# ralates to the
scope of delivery requested by the customer e.g. a launch ceremony for a new ship or
submarine.

Bullet eleven covering labour rates should be removed. All costs need fo be AAR compliant
to be allowable including labour rates as a specific item is superfluous.

Bullet twelve covers inflation. Inflation is not a cost; the costs are labowr and materials. For
Ihese to be allowable they must be AAR compliant, it is tha absaolute values that must be
reasonable against banchmark data not the inflation %. This is bullet is not reguired,

Bullet sixteen statas ‘Cosl or premiums and payments for insurance which cover that
element of consequential loss that relates to profit are excluded on similar grounds’ the
words 'excluded on similar grounds' do not relate to any of the previous bullets and so
should be removed.

Faragraph 12.11 sets out what is allowable in respect of pensions. This has already bean
coverad under paragraph 1017 and thersfore i not required,

Paragraphs 12.12 and 12.13 cover pension costs thal are not allowable these should be
covered in section 11.

FParagraphs 12.14 and 12.15 are under the heading Research and development tax credils,
but covers allowable and non-allowable costs that have baen coverad elsewhere in the
dacument 5o should be remaved,



Your details

Name:

Organisation:

The Boeing Company

Position:

Consultation questions

When answering the consultation questions, it would be very helpful if you could support
your responses with additional explanation and detail, particularly on areas where you
disagree. This will help us to understand the basis for your answer and inform our finalisation
of the guidance. As a minimum, please include the paragraph number your comment refers
to.

Please do not feel that you need to respond to all of the consultation questions set out in the
document: we welcome brief or partial responses addressing only those issues where you
wish to put forward a view.

Comments on style and formatting are not required.



In the interests of transparency, it is our intention to publish responses to this consultation on
the SSRO website upon completion of the consultation. Please indicate whether or not you
consent to publication of your response by ticking one of the boxes below.

Please note, if you do not consent to publication, we will treat your response as confidential
to the extent of any disclosure that is required by law. In the event we are required by law to
make a disclosure of your consultation response, to the extent we are legally permitted to do
so, we will give you as much notice as possible prior to such a disclosure and will take into
account all reasonable requests made by you in relation to the content of such a disclosure.

Yes v No

Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes [ No |:|

Please add comments:

2.1-2.4; Background and 4.1-4.4 Previous Guidance. This is not statutory guidance, nor is
it required, except for 4.4 sunk costs (to be moved to appropriate statutory guidance
section).

4.3-4.5; sunk costs. ‘The parties would make appropriate arrangements such that is
should be unnecessary for any question to arise...” Sunk costs must be defined. All
committed work should be outside of the SSCS definition. Where contacts are converted
to QDCs by agreement on amendment then all costs, pricing, commitments, and
liabilities arising from the contract before amendment shall be exempt from the DRA.
Each party agrees that it will not make any reference to the SSRO with regard to any
matter arising from or related to the contract prior to that amendment. Contract
reporting under the DRA shall be limited to the amendment alone. No sub-contract
under the un-amended contract requirements shall become a QSC.

5.2-5.7; This is not statutory guidance and the definition is outside of the scope of
Statutory Guidance on Allowable Costs. The footnote on ‘primary equipment’ is an
artificial construct and has no application under the Regulations.




7.3; ‘essential...at pricing and contract delivery....costs are...demonstrably linked to the
output delivered...’This hurdle is inappropriate for many overhead costs, total business
costs, or costs that are for another purpose, however benefit the QDC/QSC through a
subsequent potential lowering of cost. Direct costs can be demonstrably linked to the
contract. For indirect costs, they benefit the business as a whole at a realistic scale. They
may benefit the contract in question or the pricing of future work. Allowance of costs
that benefit future work is consistent with the comparability principle.

Remove this requirement for indirect costs and redefine in terms of ‘benefit to the
contract or the appropriate business overhead’. Also after ‘are evidenced’ suggest
insertion of ‘if requested by the Secretary of State’.

7.4; ‘It is expected that any costing system....allow the identification of costs as they are
allocated’. Wording is loose, ‘any costing system’. This is not consistent with many
company accounting/ERP/MRP systems. Allocation of cost and incurring cost may be at
very different times across multiple projects. Actual costs are often derived using
algorithms (usually agreed with MOD and documented in the QMAC). What is meant by
the “costing system”? Is costing methodology the correct term? Distinction needs to be
made between the core accounting system and the MoD costing system that draws
upon the accounting system data.

8.1; Cost identification and measurement; Inclusion of ‘demonstrably linked’ again;
Definition of ‘total cost’ here including all options/variations in inappropriate. This
requires wider consideration for reporting (separate from threshold testing); ‘In line with
International Financial Reporting Standards’. As before, demonstrably linked is an
inappropriate test. Suggest Removal of the definition of total cost, the SSCRs should
define at least two levels of contract value/cost — for thresholds and reporting, as the
requirements are separate. Many contractors do not report under IFRS.

8.6; ‘Overhead and indirect costs which cannot be directly attributed....though
necessarily having been incurred during the performance of the QDC’. This is too strong
a test for many indirect costs. It also ignores the wider business benefit that may exist:

Selling and Marketing in reducing cost to MoD/Developing product. Some costs will be
incurred before/after the performance of the QSC.

9.2; Section missing.

9.4; ‘A cost is Attributable if incurred directly or indirectly in the fulfilment of the QDC in
question and necessary to fulfil the requirements of that contract.’

- Bullet 4 in blue box. ‘Does the cost have a causal relationship with the contract, in the




10.2; ‘Costs that are assessed as being allowable....expected to be reconcilable to actual
costs incurred.’ This criteria is invalid for estimated allowable costs and in any case not
required by the Act. Suggest specifying for actual costs, or estimated costs where the
pricing relies on a previous actual.

10.4; Reference to fixed assets. This language is inconsistent with modern GAAP and
should refer to ‘non-current assets’. Reference to ‘Changes in valuation of assets...’
needs to define what changes, e.g; fair-value adjustments, impairment, revaluation,
depreciation. Reference to ‘No recovery of depreciation charges where the costs have
been recovered through other means’ should be limited to no recovery where recovered
from the MoD through other means.

10.5; Replace the reference to ‘IFRS’ with ‘GAAP’.

10.6-10.8; New section on risk. This shows a fundamental misunderstanding of risk, and
the BPR does not address estimated/programme risk. Contractors must price, so that on
average, the outturn is at the priced profit rate (or the contractor/MoD will be
advantaged). The variability around that outturn is risk. Contractors cannot influence the
price of, say, steel; however they must assess the likely actual costs and price it in. The
BPR should assess the variability of this outcome (the shape of the distribution curve)
and this methodology would lead to fair and reasonable prices, with reward for
variability and therefore riskier contracts.

10.11 and 10.12; Replace the reference to ‘IFRS’ with ‘GAAP’.

10.15; ‘MoD had agreed to it in advance of the research being undertaken’. Research
should be replaced by development. Material development programmes only should be
agreed in advance.

10.16; ‘Due to the timeframes that research and development programmes can span, it
may be difficult to reach final decisions on the treatment for pricing...’. Research and
Development are separate issues, this is not relevant for research and ‘research’ should
therefore be deleted.

10.17; Pension Costs. ‘Whether pension costs are Allowable......dependent upon whether
it is a defined benefit or defined contribution scheme’. Both types of scheme are
Allowable, only the quantum/what elements are allowable are in question. Suggest
deleting this sentence.




11.1; Inflation (bullet 12) ‘with regard to labour or costs of material, which is not
evidenced against the appropriate benchmark data’. What is the benchmark data? There
will be many different data sets to assess the appropriate level of inflation. This
statement is not required, simply part of AAR evidence and so should be deleted.

11.1; Sponsorships (bullet 14). Some sponsorships should be allowable, such as
graduate/apprentice sponsorship and Reservists. This is stated Government policy.

12.3; ‘Exceptional or abnormal costs will not generally be allowed where they relate to
normal commercial business risk and any discussions around closure or rationalisation of
plants must ensure that value for money remains the primary consideration. Contractors
must demonstrate innovation and efficiency in the proposals they submit for reducing
the costs associated with the closure or rationalisation of a plant.’ Is this section
necessary as plant closures would not normally be part of a normal delivery contract.

12.4; ‘...net cost of rationalisation/closure must be tested and recovered against the
benefits associated with the other sites or joint venture’. The validity and relevance of
section is not understood. Any perceived windfall to the contractor from, say, increased
volumes and overhead reductions on fixed/firm contracts elsewhere should be
addressed in the contract terms.

12.8; Idle Facilities; ‘...unused due to a change in government or defence policy which
could not have been predicted by the contractor’. All facilities will become idle
eventually and this can be foreseen, but this should not be a criteria of allowability.

12.9; ‘payment’. This is not an AAR matter and should be deleted.

12.12; Pensions ‘Any costs that do not relate to current year service costs, and are
factors relating to financing costs, investment performance, insufficient contribution
levels in previous years and other activities not directly connected with the current year,
are generally not Allowable.” This sentence is inconsistent with 12.11. Suggest removing
and / or consolidating with 12.11 and 12.12 with 10.17.

12.14; ‘Development expenditure that gives rise to an intangible asset should be
attributed to the relevant product or products of the contractor’. This sentence conflicts
with guidance in section 10. The accounting treatment is not a criterion of allowability
and should be deleted.

12.14; ‘The costs of this research expenditure would be recovered through the costs of
the relevant products when they are sold’. Should ‘research’ read ‘development’. In any
case Accounting does not define allowability and this sentence is contradictory to earlier




13 and 14; Sections on Cost allocation and Authority Responsibilities are not statutory
guidance and should be deleted.
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FinExperts Ltd
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Consultation questions

¥han answering the consultation questions, it would be very helpful if you could
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Introduction

Single Source Cost Standards

Statutory Guidance on Allowable Costs

Consultation Response Form

QUESTION 1 - Do yvou have any comments on the updated Single Source Cost

Standards?

Yes

Mo []

Pleasse add comments:

| have been involved in the preparation of the list of comments submitted by ADS and
fully suppaort them. Please take that list as my response as well.

QUESTION 2 - Do you think there are any other sections of the guidance that
would benefit from further clarity?

Yes

X

hln|:|

Please add comments:

| hawve been invaolved in the preparation of the list of comments submitted by ADS and
fully support them. Please take that list as my response as well.




Your details

Name:

Organisation:

Leonardo-Finmeccanica

Position:

Consultation questions

When answering the consultation questions, it would be very helpful if you could support
your responses with additional explanation and detail, particularly on areas where you
disagree. This will help us to understand the basis for your answer and inform our finalisation
of the guidance. As a minimum, please include the paragraph number your comment refers
to.

Please do not feel that you need to respond to all of the consultation questions set out in the
document: we welcome brief or partial responses addressing only those issues where you
wish to put forward a view.

Comments on style and formatting are not required.

In the interests of transparency, it is our intention to publish responses to this consultation on
the SSRO website upon completion of the consultation. Please indicate whether or not you
consent to publication of your response by ticking one of the boxes below.

Please note, if you do not consent to publication, we will treat your response as confidential
to the extent of any disclosure that is required by law. In the event we are required by law to
make a disclosure of your consultation response, to the extent we are legally permitted to do
so, we will give you as much notice as possible prior to such a disclosure and will take into
account all reasonable requests made by you in relation to the content of such a disclosure.

Yes No




Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes No D

Please add comments:

General comments

The clarifications and amendments incorporated into this version of the guidance are
welcomed. We believe that the guidance now better recognises the environment within which
business and costs are incurred and better defines the methods of treatment of costs that are
not directly allocated to a contract. There are, however, areas of the guide that could be
further improved and these are set out in the answer to Question 2.

QUESTION 2 - Do you think there are any other sections of the guidance that would
benefit from further clarity?

Yes X No [ ]

Please add comments:

1. Allowable Costs - Principles

At present, the guidance contains a mix of general and statutory guidance. To remove
ambiguity, it would be helpful if the guidance covered statutory guidance only, with
supplementary general guidance being provided in a separate document, as necessary. Whilst
it is correct to insist on International Financial Reporting Standards as the basis of assessment
of allowable costs, we believe that costs which: (i) only appear in consolidated financial
statements or; (ii) are only required to be computed and disclosed for the group or
intermediate holding company, should also be considered. We also believe that bullet 4 of
paragraph 7.1 should continue after “incurred” with: “on the basis that a contractor can
demonstrate that there are adequate controls in place to be able to assure that costs that do
not meet all criteria are excluded”. This would helpfully supplement a re-worded paragraph
7.3 along the lines of: “In addition, allowable costs are those that are evidenced and
demonstrably linked to the output being delivered under the qualifying defence contract or
qualifying sub-contract”. In that regards, consideration should also be given to the extent to
which costs and credits arising as a consequence of: (i) IAS 39 and the treatment of fair value
hedging; and (ii) IAS 21 and the effects of changes in Foreign Exchange Rates should be
recognized as costs.




2. Guidance on Appropriate, Attributable and Reasonable Costs

The contractor’s costing system for the development of rates as used for its recording of cost
will differ from that used for MoD estimating, pricing and reporting, since IFRS require costs
passing though inventory to be valued exclusive of period expenses. In the regard, part of the
QMAC disclosure is for contractors to advise how the financial accounting rates differ from the
rates used to develop MoD rates. This issue is fully understood by the MoD and Industry and
should be acknowledged in the guidance. It would be helpful if a few examples on each type
of cost were included in the guidance to aid understanding of what is “appropriate”,
“attributable” and “reasonable and we stand ready to work up some case studies if that would
be helpful.

3. Cost Classifications

This section of the guidance conflates depreciation; amortisation; and impairment and needs
to be amended to clearly distinguish between these very different accounting treatments.
Similarly, the paragraphs on risk are difficult to follow and should distinguish between
estimating and programme risk as well as what constitute a contingency. In regards to
redundancy payments, the Government does not restrict payments of its own staff that it
makes redundant to the statutory minimum but makes a reasonable judgement and follows
best practise. Likewise, Industry should be allowed to include redundancy costs that are
reasonable in the circumstances. To improve the clarity of the guidance we would
recommend that the section on PV Research and Development should follow IAS 38 since this
makes better alignment of costs classifications in this area. Similarly, we would recommend
that the section on Pension Costs should follow IAS 19 and, in particular, where there are such
circumstances of an equitable apportionment of the costs accruing to a reporting entity or
Business Unit.

4. Miscellaneous

In regards to marketing and sales, we believe this section requires further thought as it does
not take account of the costs of long lead-in times to MOD contracts and the costs that
contractors incur over a period of years.

5. Next Steps

When the final document is issued, it would be helpful if the revised guidance came into effect
several weeks after publication. This would give the parties responsible for compliant pricing
time to accommodate changes needed for estimates prepared for contracts that are not yet
awarded. It would also be helpful if the SSRO provided reasonable accounting consideration to
those contracts converting from ‘Yellow Book’ or ‘Competitive’ to ‘Qualifying’ contracts.




Your details

Name:

Organisation:

Lockheed Martin UK Ltd

Position:

Consultation questions

When answering the consultation questions, it would be very helpful if you could support
your responses with additional explanation and detail, particularly on areas where you
disagree. This will help us to understand the basis for your answer and inform our finalisation
of the guidance. As a minimum, please include the paragraph number your comment refers
to.

Please do not feel that you need to respond to all of the consultation questions set out in the
document: we welcome brief or partial responses addressing only those issues where you
wish to put forward a view.

Comments on style and formatting are not required.

In the interests of transparency, it is our intention to publish responses to this consultation on
the SSRO website upon completion of the consultation. Please indicate whether or not you
consent to publication of your response by ticking one of the boxes below.

Please note, if you do not consent to publication, we will treat your response as confidential
to the extent of any disclosure that is required by law. In the event we are required by law to
make a disclosure of your consultation response, to the extent we are legally permitted to do
so, we will give you as much notice as possible prior to such a disclosure and will take into
account all reasonable requests made by you in relation to the content of such a disclosure.

Yes No




Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes

X No []

Please add comments:

See attached

QUESTION 2 - Do you think there are any other sections of the guidance that would
benefit from further clarity?

Yes | No [ ]

Please add comments:

See attached [below]

Para Comment/Response
Reference
4.4 Upon amendment of a contract where the contract becomes a QC, SSRO expects

the parties would make appropriate arrangements to agree that sunk costs are
allowable and parties will not seek to reclaim costs. While we agree with this
position to allow for contract certainty how would this be possible if the Act and
Regulations states that upon amendment of a contract, should it become a QDC
that the whole contract would fall under the Regulations and the contract would
require to be re-priced applying the AAR principles. We believe that a literal
interpretation of the regulations would make this whole element of the process
unworkable and undermine financial accounting principles

5.10 “...the SSRO will determine definitively whether the costs are Allowable Costs and
may adjust the contract price...” Given that the guidance is principles based
should the agreement a contractor reaches with MOD and captured in the




contract be the defining conclusion. It seems that the contract is now being
influenced by a third party not party to the agreement. It would be better if the
SSRO identified examples where the principles were not being correctly
interpreted and that information used as precedence setting for future
agreements. Only where the parties had sought a determination should the
contract price be subject to adjustment because the act of seeking a
determination means the contract price was agreed as a provisional rather than
when the parties reached agreement and the contract is enacted as a final
position.

7.1+14.1

Who determines what evidence is adequate and sufficient? What is the SSRO's
definition of this? It would be helpful for a more objective position as the current
terminology is far too subjective to be workable.

7.2

The onus is upon the primary contractor of a QDC to demonstrate to SoS that
costs meet those requirements set out in the guidance as being allowable. What
about QSC and their requirements to meet AAR principles when the Supplier holds
detailed information as commercial sensitive and only MOD gets access to the
information below the level 1. If costs are unallowable we would expect at that
point a directive to flow from the SSRO (or MOD) to the supplier because of the
specific nature of such discussions. Our experience to date, albeit limited, is that
we are “impotent” in regards to challenging the supplier as we do not have access
to the detail required to have such discussions.

8.1

“...The total cost, including those costs properly adjusted for applicable variances
of a contract, is the sum of the direct and overhead or indirect costs demonstrably
linked to the contract, incurred or to be incurred, and includes the value of all
options or variations that may apply. The allocation should be based on a
contractor’s normal accounting system and policies and in line with International
Financial Reporting Standards....” In this context MA and B&P are costs normally
part of a company’s accounting practice via the “indirect cost” route (Para 8.2) yet
they are being disallowed because there is no direct benefit to the contract. In
this case spreading costs across all of the cost base reduces the costs to a single
customer, how is this not seen as a benefit. Creating a stand-alone rate for QDC
which applies all the costs associated with that QDC will have the net effect of
increasing costs for a QDC because it should not get the general benefit associated
with indirect spreading. In addition, if a QDC will not hold its share of the indirect
cost then it should not receive benefit should speculative bids result in new
business — you can’t treat QDC’s one way and then change once the speculative
risk has been borne.

8.6

The guidance recognises that overhead and indirect costs are incurred during
performance of a QDC and QSC for the conduct of the contractors business in
general and cannot be identified and measured as directly applicable to the
performance of that contract. However, the last sentence states that the cost
meet AAR principles. There is risk that the MOD will question each item of
overhead/indirect spend and ask that it meets AAR principles focusing on how the
costs are attributable when CAAS has already audited the QMAC and agreed what
is applicable. There should be one point of audit and agreement to provide
certainty in doing business with MOD.

9.4

States that a cost can be attributable directly or indirectly for the fulfilment of the
QDC and necessary to fulfil the requirements of that contract. But how can we
prove this? An example of this is S&P spend, where this is an overhead/indirect
cost, that although not necessary to a particular contract, it could be reducing the
rates in the future by bringing in additional base. If we decide to treat S&P or




B&P/IRAD costs differently by excluding them, we would not be able to complete
the checklist. It will not be consistent with our normal accounting practices.

10.13

Bullet point 5 should exclude funding from the supplier as general R&D. This
should be an allowable cost for a project.

10.18

“Marketing and Sales should only be considered allowable if they are
demonstrably linked to a QDC or QSC.” The SSRO has said that this should be
retrospective therefore we can only claim the costs once we can prove that
additional base has been created therefore reducing overhead rate, therefore
price. In this case, MOD are taking all the benefits but not any risk associated with
Marketing and sales spend. How will we account for the retrospective adjustment
as part of financial accounting practices? Spend will occur in one year and the
recovery of that spend may occur in future years. How are contractors going to
manage their overhead spend? A separate accounting system will need to be in
place for the MoD and will have less certainty in terms of overall accounting than
has hitherto been the case. This cannot be efficient and certainly is not helping a
contractor manage its budgets and balance sheets effectively.

10.19

It is not clear how a contractor proves benefit to overheads as a result of
marketing spend if the overall benefit of spreading costs across the cost base is
not a recognised benefit. Further, assuming retrospective benefit goes against the
principle of spreading costs across the cost base.

11.1

A definition of sponsorship would be appropriate here

Section 13

“...A contractor will follow its own normal accounting systems...” ..and “...The
contractor’s costing system must be the same for MOD work as it is for other work
in which it is engaged thus ensuring that the allocation of costs can be relied upon
as being both fair and transparent.....” By disallowing MA and B&P from the
Overheads pool such action is breaking that guidance. We disagree that such
costs should be disallowed as the general benefit is reflected in the lower costs
across all customers.

13.3

How can our accounting system be the same for MOD work as it is for other work
if we have to exclude elements of Marketing and Sales and BP?




Your details

Name:

Organisation:

MBDA UK Ltd

Position:

Consultation questions

When answering the consultation questions, it would be very helpful if you could support
your responses with additional explanation and detail, particularly on areas where you
disagree. This will help us to understand the basis for your answer and inform our finalisation
of the guidance. As a minimum, please include the paragraph number your comment refers
to.

Please do not feel that you need to respond to all of the consultation questions set out in the
document: we welcome brief or partial responses addressing only those issues where you
wish to put forward a view.

Comments on style and formatting are not required.

In the interests of transparency, it is our intention to publish responses to this consultation on
the SSRO website upon completion of the consultation. Please indicate whether or not you
consent to publication of your response by ticking one of the boxes below.

Please note, if you do not consent to publication, we will treat your response as confidential
to the extent of any disclosure that is required by law. In the event we are required by law to
make a disclosure of your consultation response, to the extent we are legally permitted to do
so, we will give you as much notice as possible prior to such a disclosure and will take into
account all reasonable requests made by you in relation to the content of such a disclosure.

Yes No




Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes No D

Please add comments:

As a member of ADS, and with representation on their Defence SSCR Advisory Group, we
are aware of both their response to this consultation and of the process of engagement
that led to the development of that response. We believe that the ADS submission is
clear and well articulated and we are fully supportive of it.

QUESTION 2 - Do you think there are any other sections of the guidance that would
benefit from further clarity?

Yes No D

Please add comments:

As a specific comment, and recognising that this point is covered in the ADS submission,
we would make the observation that a mix of general guidance and statutory guidance
does have the capacity to confuse. It is our view that this statutory guidance should be
exactly that.




Your details

Name:

Organisation:

Metasums Ltd

Position:

Consultation questions

When answering the consultation questions, it would be very helpful if you could support
your responses with additional explanation and detail, particularly on areas where you
disagree. This will help us to understand the basis for your answer and inform our finalisation
of the guidance. As a minimum, please include the paragraph number your comment refers
to.

Please do not feel that you need to respond to all of the consultation questions set out in the
document: we welcome brief or partial responses addressing only those issues where you
wish to put forward a view.

Comments on style and formatting are not required.

In the interests of transparency, it is our intention to publish responses to this consultation on
the SSRO website upon completion of the consultation. Please indicate whether or not you
consent to publication of your response by ticking one of the boxes below.

Please note, if you do not consent to publication, we will treat your response as confidential
to the extent of any disclosure that is required by law. In the event we are required by law to
make a disclosure of your consultation response, to the extent we are legally permitted to do
so, we will give you as much notice as possible prior to such a disclosure and will take into
account all reasonable requests made by you in relation to the content of such a disclosure.

Yes No




Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes No D

Please add comments:

See immediately below this box for my comments on question1 (I had no idea how to
extend the size of this box without over writing the text immediately below)

General Points

The document reflects a significant improvement to that which was published in February
2015. There are however still a great deal more improvements to be had.

The document issued by SSRO should have been clearly marked as “Draft for consultation”
The pdf file reference should be appropriate to the document. Its current title of
“Single_source_cost_standards_-_Statutory_guidance_on_Allowable_Costs _20_April_2016_-
_FINAL_FOR_WEB.pdf “ risks causing confusion.

The content of the document should be restricted to what ever constitutes ‘statutory
guidance on Allowable Costs’. The document as currently drafted contains SSRO’s thoughts on
a number of topics that are either outside of the SSRO’s scope to issue statutory guidance or
not within the scope of allowable costs.

When SSRO issues the final document it would be helpful if the revised guidance came into
effect some days or weeks after publication. This would give the parties responsible for
compliant pricing time to accommodate changes needed for estimates prepared for contracts
that are not yet awarded.

As the statutory guidance that is applicable to an individual contract is the statutory guidance
that was in place when the contract was entered into the date on the header page should be
complete e.g. 15t July 2016

The SSRO needs to give consideration and include consideration as to which version of
statutory guidance is applicable to each individual tasks or orders placed under a framework
arrangement. The tasks/orders placed under a framework agreement are each separate
contracts so does the applicable statutory guidance apply to all contracts placed within the
framework or to each contract as awarded?

The excessive use of bullets (e.g. pages 14 and 15) makes referencing more difficult than it
need be. Sub-paragraph numbering should be used.

1. Introduction

It would be helpful to promote paragraph 4.5 to become paragraph 1.4.

2. Background

Paragraphs 2.1 through 2.4 are not statutory guidance and should be removed or moved to the
dialog that accompanies publication.

4. Previous guidance

Paragraphs 2.1 through 2.4 are not statutory guidance and should be removed or moved to the
dialog that accompanies publication.



Paragraphs 4.3 and 4.4 should be contained within a separate section. The SSRO have failed
to give adequate accounting consideration to the arrangements which could apply to
contracts converting by agreement between the parties from ‘Yellow Book’ or ‘Competitive’
to ‘Qualifying’ contracts. | have set out my thoughts on this topic at the end of this
submission.

5. Application of this guidance

Paragraph 5.1 is a duplication of paragraph 4.5. Using different words just risks confusion.
Additional words may be needed to cover application to (1) tasks or orders placed under a
framework arrangement; (2) conversion of a contract from non-qualifying to become a
qualifying contract by agreement; (3) undefinitised options (if these are permitted within the
framework of a single qualifying contract).

Paragraphs 5.4 through 5.7 are outside the scope ‘guidance whether costs about allowable
cost under qualifying defence contracts’. Also the content is, | believe, poorly worded (to the
extent that it is incoherent) and erroneous (muddle of costs and price, ‘material’ rather than
what | thought the more normal ‘goods’ or ‘stores’, segregation of primary and non-primary
equipment when there is no such segregation in the Act or Regulations). Happy to talk further
if SSRO feels it needs to include something within statutory guidance ‘about whether costs
about allowable cost under qualifying defence contracts’ as looks to be outside the scope of
what the SSRO is required to issue guidance over.

Paragraph 5.10 should remove ‘defence’ as the topic also applies to QSCs.

Importance of Allowable Costs

Paragraphs 6.1 and 6.2 do not provide statutory guidance. | believe that such dialog should be
removed from the statutory guidance document and incorporated into the webpage
preamble.

Second sentence of 6.3 lacks dialog as to why the SSRO does not provided such guidance. The
SSRO should consider saying that the methodologies employed should be equitable and
consistently applied. In fact the SSRO’s guidance does say quite a lot about methodology to
calculate (e.g. IFRS, section 13) appears to have been missed by the authors and reviewers.

Principles of Allowable Costs

Paragraph 7.1 looks trite e.g. how does ‘fully recorded and reflected’ differ from plain
‘recorded’. ‘Actual costs’ are actual costs and the financial records will comprise actual costs
regardless if they are allowable or not. Even if the cost is not allowable that is not to say that
it was not properly incurred. For the first bullet it is not that each cost needs to be supported
by adequate and sufficient evidence but rather that the contractor has to ensure that there
are adequate controls in place to be able to assure that cost that do not meet all 3 criteria
are excluded.

Paragraph 7.3 suggest reword as follows ‘It is essential to the establishment of Allowable
Costs, both at pricing and contract delivery stages, that Allowable Costs, if requested by

the Secretary of State, are able to be evidenced and demonstrably linked to the output

being delivered under the qualifying defence contract or qualifying sub-contract.

I’'ve modified paragraph 7.4 before | comment ‘It is expected that any the costing system and
costing methodology employed by contractors wiH allows the identification of costs
allocated to qualifying defence contracts. This should enable the testing and evidencing of
those costs to ensure that they meet the criteria for Allowable Costs.’ For those companies
utilizing ERP systems that aggregate requirements there will not be the full definition of the
costs that arise from kitting or sub assembly manufacture where that parts are returned to
common inventory. Actual costs will be derived using algorithms (often previously agreed
with MOD and frequently accommodated within the QMAC). The expectation | understand
to have been expressed by SSRO may only be achievable for labour based contracts unless
the SSRO means ‘costs allocated to qualifying contracts’ to include bundled costs adjusted
for manufacturing variance in accordance with an appropriate algorithm. | suggest that the
SSRO engages in full dialog with MoD CAAS to attain an adequate understanding of ERP
systems as they are typically used to support manufacturers in the performance of their
business.



Costs

Paragraph 7.5 misleads. Actual costs are required for all pricing methods (contract close
report, used as basis of estimate for subsequent contract price estimation). I'd separate out
the second sentence, as it is an important stand-alone principle.

The wording of the final sentence of paragraph 8.1 implies that the SSRO requires IFRS to
apply to all contractors (else the contractor’s normal accounting system will not be in line
with IFRS). | think it better if the SSRO say that the amount of cost that will be considered as
allowable is the amount that would have applied if the contractor had prepared its financial
reports in accordance with the requirements of full EU adoption of IFRS. | assume that when
SSRO says International Financial Reporting Standards (IFRS) it means EU adopted IFRS and not
FRS 102. | do not believe that the SSRO has authority to require unlisted EU companies to
adopt EU IFRS but it is able to say that the amount of costs that are assessed for allowability
need to be corrected to the value that would have been reported if the business had
accounted on that basis. The SSRO should not duck this issue; IFRS should be the basis of
assessment of allowable costs.

Staying with the IFRS topic. The SSRO needs to give consideration within the statutory
guidance on Allowable Costs to those types of costs that only appear in consolidated financial
statements, (e.g. Goodwill impairment and impairment/amortization of those intangible
assets that arose as a consequence of initial recognition on business combination), and those
costs that are only required to be computed and disclosed for the group or intermediate
holding company (e.g. IAS 19 for group schemes). Consideration also needs also to be given by
the SSRO within the statutory guidance as the extent to which costs and credits arising as a
consequence of (1) IAS 39 and the treatment of fair value hedging, and (2) IAS 21 should be
recognized as costs; The Review Board for Governments Contracts contained a page setting
out, what | believe to be sensible arrangements (I drafted them).

Paragraph 8.3 add ‘or cost object’ after type

Paragraphs 8.4 through 8.6 are not statutory guidance but rather a lay and overly simplistic
overview. US FAR provide a basis for the SSRO to plagiarize. 1’d read 31.201-1; 31.202 and
31.203. The FAR also makes to key point that like costs incurred in similar circumstances is to
be treated in the same way (direct or indirect). Happy to dialog further if it is helpful.

Guidance on Appropriate, Attributable and Reasonable

Paragraph 9.2 is missing

Appropriate

A few examples would assist. Suggest charitable donations, as they should be wholly paid for
by the shareholders rather than MoD as a customer.

Attributable

Again examples would assist.

Fist paragraph is unnecessarily prescriptive e.g. allocation of depreciation of individual
buildings to an overhead recovery rate used in the pricing or reporting of a qualifying contract
should not be restricted to those buildings used to fulfill the requirements of that contract
else there will be an impossibly high number of rate numerators and denominators. It matters
that the basis of indirect cost apportionment is reasonable, equitable and consistently
applied; not that each indirect cost is necessary to fulfill the requirement of that contract.
Second paragraph final sentence needs to be further considered. For overheads the recovery
rate estimated for pricing of a contract is dependent upon not only the numerator forecast
but also the denominator; any error of estimation will either leave some cost unrecovered or
over-recovered.

Blue box 15t bullet. Suggest ‘accounting’ rather than ‘business’.

Blue box 3" bullet. The words used later are ‘notional transactions’, suggest consistency.

Blue box 4™ bullet. “required’ is a harsh test as any cost that could have been avoided is
considered as non attributable even if the contract costs would have otherwise have been
higher. I’d consider using use ‘having a beneficial relationship or maintaining capability’
rather than ‘being required’; the test should support business costs such as maintenance of an
apprentice scheme that has no beneficial impact upon the contract in work at that time.



Blue box 5% point. | am at a loss to understand this question.
Blue box 6™ point. ‘Specification’ should be replaced ‘requirements’ and the test should be
restricted to direct costs (see comments on 1% paragraph).

Reasonable

2" paragraph the wording within the US FAR (Part 31) is far clearer. The costs would not
exceed those that would be expected to be incurred by a prudent contractor engaged in
commercial contracts.

Guidance on costs generally Allowable

Paragraph 10.2. Rather than ‘actual costs incurred’ did you mean ‘statutory accounts’. If not |
don’t understand what ‘costs .... will be expected to be reconcilable to actual costs’ means.

Depreciation, amortisation and impairment

Risk

Paragraph 10.4 is a muddle. Depreciation relates to Property, Plant and Equipment (PPE)
whilst amortisation relates to intangible assets other than Goodwill. Impairment in this
context relates to either PPE or intangible assets (including goodwill). Intangible assets are
either acquired in the normal course of business (e.g. capitalized development costs,
procured software) or arise as a consequence of a business combination (IFRS 3). The final
sentence is unclear; can the SSRO give examples of what it has in mind.

Paragraph 10.5 is also a muddle and provides inconsistent guidance. The SSRO needs to
separately consider 3 types of intangible assets; (1) assets acquired in the day to day
execution of an ongoing business, (2) intangible fair value assets recognised by the acquirer
on business combination, (3) Goodwill (accounted for either on the basis of NCI on a net
assets or fair value basis). The value of a company on acquisition is what the buyer considers
to be the current value of all future cash flows; these future cash flows are largely driven by
expectations of the future profit stream. Goodwill (NCI aside) is the difference between the
price paid and the fair value of net assets acquired. (3) An impairment of Goodwill occurs
when forecast of these cash flows are revised downwards (profits expected from the acquired
company are reduced; arguably the SSRO are delivering this through its changes to the
methodology in calculating the baseline profit rate). The accounts of the acquired company
do not contain Goodwill or fair value Intangible Assets recognised on acquisition; they are
included in consolidated accounts of the acquiring company. The SSRO in taking the step not
to adjust the calculation of baseline profit rates by exclusion of intangible assets and
consequential amortisations and impairment set aside any reasonable basis for profit
comparability. The SSRO by inclusion within allowable cost statutory guidance that such
amortisation/impairment can be considered an allowable costs fails to have considered how
such a cost would pass the SSRO’s own statutory guidance as appropriate (by its nature it is
not), attributable (again for the reasons set out above it is not), and reasonable (again it
fails). Type (2), is essentially a subset of what otherwise would have been goodwill save the
acquirer was able to assign a value on acquisition of the business on combination. Two wrongs
do not make a right! Type (1), this should be allowable (just as depreciation is allowable).

Paragraphs in this section should be more simply expressed. SSRO should state that cost
estimates should be based on available empirical evidence (including use of recorded costs of
analogous transactions and maintained cost estimating relationships) and developed whereby
they amount to the mean expected outturn of cost. The extent of variability in the cost
outturn and costs falling above the mean is rewarded through the contract profit allowance (
and in particular inclusive of any adjustment to the baseline profit allowance). Evidentially
based estimates minimize the use to which management judgement is needed to be
incorporated within cost estimates (as risk and/or contingency must only be included within
cost estimates to the extent to which the overall cost estimate is consistent with the mean
expected outturn of cost and risk to the extent to which it has been previously incurred i.e.
risk previously incurred is already contained within in the actual cost experience used to
development the estimate). The SSRO is able to make the simple statement that risk should
not be included within cost estimates but rather estimates, based on available empirical
evidence, should developed to reflect the amount of cost that is, on average, expected to be
incurred. Similar arrangements should apply to contingencies.



The SSRO should revise the 9™ 10t bullet points of paragraph 11.1 and move the dialog to this
section.

Redundancy Payments

Add the word ‘minimum’ before ‘rates laid down’. The government does not restrict
payments of its own staff that is makes redundant to the statutory minimum. The costs should
be allowable if they are reasonable in the circumstances. It must not be that a mean spirited
CAAS accountant or MoD contracting officer is able to just say ‘no that is more than the
statutory minimum and is therefore unreasonable’. The payments need to be considered on
the basis of the test of AAR. The statutory guidance should say this if it needs to say anything
at all.

Private Venture research and development

Paragraph 10.12. Suggest add IAS 38 at end of 1%t sentence. The 2" and 3" sentences are a
separate point.

Paragraph 10.13 5% bullet. This needs far greater consideration; if a product is developed for
multiple customers then MoD should only pay in proportion to its take up (see you 1%t bullet in
this paragraph); any R&D tax credits need to be deducted (see your section 12.16 and 12.17).
| think that the point SSRO is trying to make is already fully expressed in the 3™ (and 4%)
bullets to section 10.13. To say more just gives rise to confusion.

Paragraph 10.14. Suggest alter ‘research and technology’ to either ‘development’ or ‘research
or development’ so as to be consistent with |AS 38.

Paragraph 10.15. ‘research’ should be replaced by ‘product development’ so as to be
consistent with earlier part of the same sentence.

Paragraph 10.16.’It may be possible’ should be replaced by ‘ MoD and the contractor may
agree’

Pension Costs

Second sentence, to be consistent with other sections should say ‘International Financial
Reporting Standard’ rather than ‘accounting standards’.

The SSRO should consider IFRS standard IAS 19 paragraph 41. In such circumstances an
equitable apportionment of the costs should accrue to the reporting entity or BU. 5% primary
bullet also needs to be reconsidered in this regard.

Marketing and sales

Paragraph 10.18. | have no idea what SSRO intends by inclusion of ‘and should be
retrospective in nature’. Contractors incur costs over several years in the securing of
contracts (this is particularly true of MoD and their single source contracts); some contracts
are never awarded and some contracts are awarded to a competitor.

Paragraph 10.19. As contractor’s cost rates are in no small part driven by load (the
denominator used for calculation of rates) the SSRO should not be so mealy mouthed and
require it to be ‘proven’ as there will never be a parallel universe where this could support
such a proof. Financial impact analysis leading to a reasonable expectation that this is the
case should be all that is required.

Reworks

The SSRO should only support classification of costs as unallowable if they do not satisfy
appropriate, attributable or reasonable. SSRO’s exclusion of ‘reworks’ should only occur when
the tests are met i.e. where the extent or amount of rework is not reasonable under the
circumstances. To have any other interpretation is for the SSRO to have issued guidance that
is not structured in accordance with the requirements of section 20(2)(a)-(c) of the Act.
Similar consideration needs to be given to 17 bullet point of 11.1.

Refunds

First sentence gives complete coverage of the topic
To the extent that EU Emissions Trading System needs to be discussed this should be done as
separate topic

Insurance



| have agreed with FinExperts Ltd and Yusani Ltd that they will fully cover this topic including
the 15 and 16 bullets from 11.1 below

Guidance on costs which are generally not Allowable

4™ pullet. Add ¢, damages’ after ‘Civil’

9t and 10t bullets. Incorporate within ‘Risk section’ after consideration of my comments
made above in that section.

11t bullet. This is asinine. The ‘labour rates as they comprise a numerator (aggregated
employment costs) and a denominator (load)’ cannot be evidenced as AAR, it is only the
individual elements that should be considered. There can be dialog and even settlement over
allowablity of elements of the cost but just render the totality of labour cost as ‘not
allowable’ is crass.

12t bullet. As above bullet, costs must not be summarily dismissed as not ‘reasonable’ and
therefore unallowable just because the basis of estimation is inconsistent with CAAS or MoD’s
contracting officer expectations that were based on benchmarks supplied by SSRO or other
body.

13% bullet. Consider undergraduate and postgraduate sponsorships. | agree that charitable or
non-business sponsorships should be not allowed.

14" pullet. Duplicates 4% bullet above.

Move 15t and 16" bullet to Insurance section10.22 after full consideration of content and any
duplication

17" bullet move to Reworks section 10.20 after correction and removal of duplicated content
Paragraph 11.2. First 2 sentences are hardly statutory guidance

Exceptional or Abnormal Costs

12.1 does not look like statutory guidance

Costs associated with the closure or rationalisation of a plant

Paragraph 12.3 ‘must demonstrate innovation and efficiency’ is unnecessary, as the cost needs
to be reasonable.

Paragraph 12.4 ‘netted off’ rather than ‘recovered’ else | don’t understand what the SSRO
requires.

Paragraphs 12.9 and 12.10 look to belong to this section. Paragraph 10 should only need to be
advised to the SSRO if the separate agreement is a qualifying contract.

Pensions

This whole section looks to cover the same ground as section 10.17

Research and Development tax credits

Paragraphs 12.14 and 12.15 relate to Private venture research and development which is
covered in paragraphs 10.12 through 10.16. What is included 12.14 within the first two
sentences of 12.14 is wrong and inconsistent with the correct analysis contained with the 4t
bullet of 10.14. Paragraph 12.15 is just plain wrong; the research phase of a project is not
able to be capitalized as an intangible asset (See IAS 38 of International Financial Reporting
Standards) and what is contained within the earlier section

Paragraph 12.16 add ‘or’ between ‘cash’ and ‘offsets’

Paragraph 12.17 is muddled. The ‘matching principle’ relates to the matching of revenues
with its associated costs. Delete ‘The matching principle needs to be applied so that’.

Cost allocation practices

Paragraph 13.1. There is no requirement under the Act nor the regulations for contractors to
submit a QMAC to MoD. | would support SSRO implementing such a requirement within the
statutory guidance (if such inclusion would not be ultra vires) and for the SSRO to take
ownership of the QMAC form. The word ‘cost’ needs to be added before ‘accounting’ and the
word ‘normal’ deleted.

Paragraph 13.2. Replace ‘own accounting system’ with ‘consist ant cost accounting practices’
The contractor’s costing system for the development of rates as used for its recording of cost
will differ from that used for MoD estimating, pricing and reporting as International Financial



Accounting Standards require costs passing though inventory to be valued exclusive of period
expenses. This is fully understood and part of the QMAC disclosure is for contractors to advise
how the financial accounting rate pack differs from the rate pack used to develop MoD rates.
The underlying traffic is the same for all. | suggest SSRO engage with MoD CAAS to
comprehensively understand this topic.

e Paragraph 13.5 is nothing to do with Section 13 and should be removed as the dialog is
covered elsewhere.

Authority and responsibilities

e 2" pullet. Remove ‘primary’ ‘and where applicable subcontractors’ and add ‘for qualifying’
after ‘that’.

QUESTION 2 - Do you think there are any other sections of the guidance that would
benefit from further clarity?

Yes No [ ]

Please add comments:

See immediately below this box for my comments on question 2 (I had no idea how to
extend the size of this box beyond the end of the page)

Conversion of a pre-existing prime contract to become by agreement between the parties a
qualifying defence contract

As I've noted in comments made above in section 4 | wanted to express separately my
concerns with the approach taken by the SSRO in 4.4

The Act as approved by parliament cannot be varied by MoD, the contracting authority if it is
other than MoD, the contractor, or the SSRO wishing that it said something different than
what it says. The regulations, as approved by Parliament apply to those same parties until such
time as the regulations are amended (and even then any amendment needs to fit within the
framework of the Act). SSRO recognizes that it cannot issue statutory guidance (for those
topics it is required to issue supporting statutory guidance) that is inconsistent with either the
Act or the regulations.

There is much within the legal framework that could have been differently considered by the
Parliamentary drafters but we are constrained by what is there. Further consideration should
have been given in a number of areas that are unnecessarily blunt e.g. (1) pricing of non-
developmental items with a verifiable market price (the only option today is for the Secretary
of State to exempt such contracts wholly); (2) regulation 14 and application where the parties
cannot agree that the costs are severable; (3) application of regulation 5 to single source
framework agreements.

As | read the law, as approve by parliament, prime contracts (that were not previously
exempted by the Secretary of State) are able (upon incorporation of a change and agreement



between MoD and the contractor) to become qualifying defence contracts. In such
circumstances the contract price for the whole contract needs to be re-determined in
compliance with the pricing formula. The pricing formula comprises (1) allowable costs
(consistent with SSRO’s statutory guidance unless it is to be set aside as following it would
result in perverse outcome) and (2) profit allowance applicable to those costs (also derived in
accordance with SSRO’s statutory guidance unless it is to be set aside as following it would
result in perverse outcome). Even if the SSRO stated in its statutory guidance (on (1) Allowable
Costs and (2) Calculation of the Contract Profit Rate) that following statutory guidance to costs
(and profit rate applicable to those costs) incurred prior to conversion of the contract to be a
QDC we are far from out of the woods even if everyone could convince themselves that this is
consistent with what Parliament intends.

A contact that is converted is subject to a continual progression of estimated costs to
become actual costs and in the short term a high proportion of that actual cost is only
capable of being an estimate of what is incurred. Examples of why this is likely to be
very difficult include (1) anonymised inventory within an ERP accounting system can be
considered to have been incurred (sunk) or only incurred at the point of allocation and
therefore not incurred (sunk), (2) non-recurring costs may have been incurred and
prices previously used for articles or services already supplied may have apportioned
this cost to each supply, (3) for article availability inventory laid down (already
incurred) would typically be spread across the period of contract performance and
therefore not yet recovered by the contractor as income arising from prices for prior
periods. If it were easy then it would be simple enough to terminate the early contract
for convenience and open a completely new contract, because it is not easy this
approach provides no effective solution. | can’t easily conceive the circumstances
where an informed and prudent MoD or contractor would ever enter into an
agreement to convert a contract to becoming a QDC.

There is of course no authority under the law to convert a pre-existing sub-contract to become a
QscC.
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Thank you for the opportunity to comment on your paperon “Single Source Cost Standards
- SSRO Statutory Guidance on Allowable costs”. We have consulted with interested
stakeholders within MOD and our consolidated comments are given in Annex A. However,
we would like to point out that some parts of the document open for consultation are not,
in fact, statutory guidance. We recommend that the SSRO should draw a clear distinction
in its documents between what formal statutory guidance as opposed whatis explanatory
information. The MOD considers that Sections 1 to 5 included fall into the latter category.
For the rest of the document, it would be necessary for the SSRO to draw the distinction
between formal statutory guidance and guidance in the form of explanatory notes for the

regulations.



Single Source Cost Standards - SSRO Statutory Guidance on Allowable costs — Issue July 2016

MOD response to consultation

becomes a qualifying contract (referred to here as ‘sunk’ costs) the
SSRO expects that the parties would make appropriate arrangements
such that it should be unnecessary for any question to arise under the
SSRO’s guidance in relation to the sunk costs. Such arrangements may
include stating in the Amended Contract that:

¢ the parties agree that the sunk costs are Allowable Costs; and

the parties will not seek to reclaim costs or to claim additional costs
in respect of the period prior to the Amended Contract becoming a
qualifying contract.

Page Ref Comments

4 4.2 Single source defence contracts entered into before 18 December | We suggest the following revision: Single source defence contracts entered into
2014 do not come within the Single Source Procurement Framework | before 18 December 2014 do not come within the Single Source Procurement
unless the contract isamended on or after 18 December 2014 and the | Framework unless the contract is amended on or after 18 December 2014 and the
parties agree that it is to be a qualifying contract. Contracts under the | parties agree that it is to be a qualifying contract. Single source contracts under the
previous regime which are not brought within the Framework will | previous regime signed before 18 December 2014 which are not brought within the
continue to be governed by such guidance as was provided under the | Framework by amendment will continue to be governed by such guidance as was
Yellow Book arrangements. provided under the Yellow Book arrangements.

4 4.4 If costs have already been incurred when the Amended Contract | The term ‘sunk costs’ may need to be defined. MOD would suggest defining or

referring to it as ‘work that has been committed.' This would cover situations where
the work to be carried out and the price has been defined, but not all of the output
has been defined. This would be more pragmatic and more likely to lead to an
agreement to convert.




4.5

The parties to qualifying contracts must have regard to the SSRO’s
statutory guidance in force at the time of entering into the contract.
This guidance is issued and takes effect on the date stated on the
cover page and applies to qualifying contracts entered into on or after
that date.

MOD suggests that MOD and contractors should be able to jointly agree to use
updated guidance.

We agree that MOD and contractors must assess the allowability of estimated costs
using the statutory guidance in force at the time a contract is entered into.

Although not stated explicitly here, it follows that during the life of the contract it
would be equitable for actual costs to be assessed against the same statutory guidance
used for the estimates — even if this guidance had since been updated. To do this,
recovery rates would have to be calculated using the same statutory guidance.
Following this logic through, it would mean that in future years a contractor with
several live QDCs let in different years could require multiple rate decks to be agreed,
one for each version of statutory guidance in force at the time each contract was let.
This situation was no different under the Yellow Book. However given that in general
the changes made from one Yellow Book to the next were immaterial, MOD and
contractors ‘silently’ agreed to a single set of rates each year based on the latest
guidance.

It could be assumed that the same will happen under the SSPF. However given the
new focus on allowability of costs (e.g. sales and marketing) it is not inconceivable that
a contractor might want to argue the case for actuals to be computed on earlier
guidance if it is to their advantage.

5.2-5.4

Part of the criteria for qualifying defence contracts is that their value
is above the thresholds specified in the Regulations. The total net
contract value, including any options, payable to contractors
(excluding VAT) is used to establish whether the threshold values
have been met. All revenues pertaining to a contract have to be taken
into account, including...

This section should be deleted. Definition should be derived from the Act/Regulations.

5.5

Contract value means the value of a contract (net of VAT) which the
contracting authority expects will be payable under the contract:

For consistency with both 5.3 above and the Act, the term ‘excluding VAT’ should be
used in place of ‘net of VAT'.




5.6-5.7

For clarity the following contracts and sub-contracts are described in
the Regulations as being contracts of an international nature which
may not be qualifying contracts:

* a contract to which the government of any country other than the
United Kingdom is a party; and

e a contract made within the framework of an international
cooperative defence programme, between sovereign nations.

We suggest that an approach consistent with that used in 5.2 is adopted i.e. rather
than repeating wording from the Act or in effect straying into FAQ territory, wording
to the following effect should be adopted: “A contract is not a Qualifying Defence
Contract if it meets one or more of the definitions set out in Part 2, paragraph 7 of the
Regulations.”

5.10

The parties to a qualifying defence contract may apply to the SSRO to
determine the extent to which costs are Allowable Costs. If such a
referral is made, the SSRO will determine definitively whether the
costs are Allowable Costs and may adjust the contract price in
consequence of the determination. The SSRO has published guidance
as to how it will deal with such referrals for a determination.

(MOD does not consider this statutory guidance)

7.1

To be Allowable, a cost must meet all three criteria of Appropriate,
Attributable and Reasonable. The principles of the criteria are:
e That costs are Allowable when supported by adequate and
sufficient evidence;
e Actual costs should be assigned to contracts only once;
o Estimated costs only be assigned and not reflected again
once they become actual; and
e Actual costs are to be fully recorded and reflected in the
books of account as being properly incurred.

This section may cause complication and therefore should be amended to suggest that
sufficient evidence is needed for the SofS to be satisfied that the costs satisfy the
standards in the legislative framework.

7.3

It is essential to the establishment of Allowable Costs, both at pricing
and contract delivery stages, that Allowable Costs are evidenced and
demonstrably linked to the output being delivered ...

This should be extended to also include those costs which result in a ‘benefit to’ the
contract.

7.5

This guidance applies to estimated costs (for example for the firm,
fixed, target, and volume-driven pricing methods under Regulation
10 of the Regulations) and to actual costs (as in the cost plus and
estimate-based fee pricing methods). It is further recognised that
some costs are incurred in advance of a contract.

“It is further recognised that some costs are incurred in advance of a contract”. We
would appreciate additional clarity on this issue.

8.1

The total cost, including those costs properly adjusted for applicable
variances of a contract, is the sum of the direct and overhead or

Replace ‘demonstrably linked’ with ‘allocated to’.




indirect costs demonstrably linked to the contract, incurred or to be
incurred, and includes the value of all options or variations that may
apply. The allocation should be based on a contractor’'s normal
accounting system and policies and in line with International Financial
Reporting Standards

Change last sent to : the allocation should be based on date from the contractors
normal accounting systems.

8.5

A direct cost is a cost that can be completely attributed to the
production or delivery of specific goods, works or services required to
fulfil the qualifying defence contract or qualifying sub-contract. Direct
costs may consist of materials, labour or other costs related to the
production of a specific product, building or service. The parties must
always be satisfied that the cost is Appropriate, Attributable and
Reasonable.

We suggest that the word ‘completely’ should be deleted as it is not always possible
to say that a cost is 100% direct.

We also suggest that the underlined words are deleted as they are similar but slightly
different to the words used in the first sentence of 8.5 and are therefore both
unnecessary and potentially confusing.

8.6

Overhead and indirect costs are defined as those costs which, though
necessarily having been incurred during the performance of the
qualifying defence contract and qualifying subcontract for the
conduct of the contractor’s business in general, cannot be identified
and measured as directly applicable to the performance of that
contract. These costs cannot be directly attributed to a single contract
but may be apportioned to individual contracts. The parties must
always be satisfied that the cost is Appropriate, Attributable and
Reasonable.

We suggest that the words underlined should be deleted. All costs, whether direct or
indirect must be “identified” to be allowable

9.1

Costs are Allowable to the extent they are Appropriate, Attributable
and Reasonable. These criteria apply to all costs of a qualifying
defence contract or qualifying sub-contract. The guidance and
checklists below set out the principles to be followed when
determining whether a cost might meet the Appropriate,
Attributable and Reasonable criteria. The boxes below provide a
checklist of key questions that should be considered when assessing
the treatment of costs and the likelihood that they are Allowable.

It is not clearly described how the “checklists” should be used. Must ALL conditions
be satisfied? Or are they merely indicative? It is important for a user of the guidance
who is assessing a Qualifying Contract for the first time to know this.

Paragraph 9.

2 is missing

9.4

All costs should be incurred by the contractor and applied to the
qualifying defence contract or qualifying sub-contract on a basis that
is consistent with the contracting company’s overarching cost

The sentence underlined could be clearer by saying ‘costs should only be recovered
once.’




accounting practices. The costs should be costs not recovered in any
way from another contract, whether past, existing or proposed.

We do not believe it is helpful to have separate sections for ‘Costs generally Allowable’ and ‘Costs which are generally not Allowable’.
Having two sections means that guidance on the same topic (e.g. ‘Reworks’ and ‘Faulty workmanship’) is split. In our opinion it would be better to have all the guidance on a
specific topic in one area.

10

9.5

A cost is Reasonable if by its nature it does not exceed what might be
expected to be incurred in the normal delivery of a contract such as
the qualifying defence contract or qualifying sub-contract in question,
whether under competitive tendering conditions or as a single source
contract.

This should be re-written to reflect Section 13 of the DRA.

10

10.4

Depreciation and amortisation charges are to be calculated at the
contractor’s own rates, provided they are consistent, equitable and
relate to the fixed asset values.

Replace underlined with noncurrent assets.

11

10.5

The treatment of intangible assets, such as ‘Goodwill’, held on
balance sheets, may be an Allowable Cost if the impairment action
has been taken in accordance with International Financial Reporting
Standards and should be approved by the Secretary of State. Any
increase in value of an intangible asset will not reduce Allowable costs
under the contract.

The reference to Goodwill being an allowable cost should be removed. We do not
think Goodwill should be an allowable cost.
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10.6-
10.8

Estimated risk may be defined as a risk over which the contractor has
an element of control. Estimated risk may be an Allowable Cost where
it has been modelled and agreed by the Secretary of State as being
Appropriate, Attributable and Reasonable.

Estimated risk is separate from programme risk which may be defined
as a risk over which the contractor has little or no control. Programme
risk may be covered under the provision of an adjustment to the
baseline profit rate.

Any risks identified and managed as estimated risk in the contract as
an Allowable Cost cannot relate to a programme risk and vice versa.

Risk and uncertainty are covered in several areas of this guidance and also in the
guidance on adjustments to the baseline profit rate. Several different terms are used
on the topic e.g.

- cost risk

- price risk

- estimated risk

- programme risk

- risk based contract

- contingency cost

- cost contingencies




Further detail on programme risk is covered in the SSRO’s guidance
on Contract Profit Rate.

Given that there is no consistant definition of thses terms, and the risk issue is very
complicated, we suggest restricting the guidance at this point to saying ‘ costs
associated with compensating the contractor for risk should be clearly set out and only
be recovered once. Further guidance on this topic will be issued in due course.
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10.9

Stock losses and obsolescence should be charged directly to the
contracts to which they relate as Allowable Costs. In circumstances
where it is not possible to identify stock losses or obsolescence costs
that specifically apply to contracts then they may be accepted for
inclusion as Allowable Costs. This will only apply when the
contractor’s costing system is able to isolate these stock losses as an
indirect overhead. Contractors will be requested to provide evidence
to support any claimed obsolescent stock write-offs and be able to
demonstrate that these were not as a result of poor storage, handling
or control.

Change underlined to reflect that MOD may request.

We suggest: “Stock losses and obsolescence are Allowable Costs provided that the
Contractor, unless these costs were the result of poor storage, handling or
control. These costs should be allocated directly to specific contracts wherever
possible. Where this is not possible they should be classified as indirect costs.”
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10.10

Redundancy payments made in the normal course of business, and
which are in accordance with the rates laid down by statute, may be
included in Allowable Costs.

MOD agreement is necessary for payments in excess of those rates, except where they
have been made as part of a pre-assessed scheme and subject to materiality
threshold.
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10.11

Where employee benefits payments are made for items such as profit
sharing schemes, shares or benefits in kind, which are an element of
employees’ normal remuneration, then these may be included in
Allowable Costs. The cost of shares issued to employees at favourable
prices, is to be arrived at in the manner prescribed by the relevant
International Financial Reporting Standards. Payments of staff
bonuses must be in line with company policies. In order for these cost
items to be considered Reasonable, contractors must be able to
provide supporting evidence. Exceptional bonuses payable following
the sale of a company or part thereof are not part of normal
remuneration and are unlikely to be considered Allowable Costs.

Not all businesses will report in accordance with IFRS. We suggest that the wording
should refer to ‘relevant financial reporting standards’.




12

10.14

Abortive research and technology expenditure should be treated in
the same way as any other research and development expenditure
and be admitted for recovery. The charges must be a fair
apportionment of the contractor’s unfunded private venture product
development, meet the Appropriate, Attributable and Reasonable
criteria (whether or not these have been carried forward in the
contractor’s accounts) and be calculated on the basis of the forecast
total sales of the product or service.

Paragraph is unclear and unnecessary . It should be removed.
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10.17

Whether pension costs are Allowable and, if so, in what amount, will
be dependent upon whether it is a defined benefit contribution
scheme. Contractors will account for pension costs under the relevant
accounting standards. Any pension costs claimed must reconcile with
those shown in the contractor’s income statement, otherwise these
should not be Allowable

Remove as MOD pay for current year service charges and any admin related costs.
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10.18

Marketing and sales costs can only be considered Allowable, if they
are demonstrably linked to a qualifying defence contract or qualifying
sub-contract. Marketing and sales costs may include such items as
salary costs and related staff expenses (travel and subsistence), sales
and marketing campaigns and other related commercial activities,
and should be retrospective in nature.

(See also our comment re ‘demonstrably linked’ in 7.3 above). This is another complex
area.

Suggest replacing it with: S+M costs are allowable if it can be demonstrated that they
lead to a net reduction in costs to the contract and are quantifiable.
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10.19

A demonstrable link should evidence some financial benefit to the
qualifying contract as a result of the particular sales and marketing
expenditure. This may include a reduction to overheads across a
qualifying business unit where it can be proven that any such benefit
was enabled by successful sales and marketing effort.

We suggest that the words underlined should be replaced with:
‘For example, a reduction in the apportionment of fixed overhead allocated to the
contract as a result of successful sales and marketing effort’.

14

10.20

The cost of rework may be Allowable if it meets the principle of being
Appropriate, Attributable and Reasonable, and is agreed between the
contractor and the MOD. This may include:

e first in class, where rework occurs during the process of
manufacturing an item for the first time;

e rework that is agreed and is part of a complex process, which is
evidenced in the circumstance; and

Should be changed to read:
Contractors must have appropriate quality management systems in place and be able
to demonstrate the causes of re-work and wastage.




¢ re-specification, which occurs due to a change in design from the
MOD.
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10.21

Where reimbursements, credits, grants or refunds are received by
contractors and cannot be identified to a particular contract then
these should be apportioned to individual contracts to reduce
Allowable Costs. For example, where a contractor can demonstrate
that as part of its business activities it is taking suitable measures to
minimise its emissions then any costs incurred to purchase permits
under the EU Emissions Trading System may be deemed as being
Allowable. The value of these Allowable Costs will be reduced by the
value of any credits received through the sale of permits, whilst the
cost of any breaches of emissions regulations will be excluded from
any Allowable Cost calculations.

In our opinion the guidance as written is unclear. The example provided concerning
spend re Emissions is not a good example and is likely to cause confusion. Carbon
allowances/credits are an entirely separate issue, and should be treated as such in the
Guidance.

We suggest that the guidance should state that:

“Credits such as reimbursements, grants, refunds etc. must be included in cost
calculations and deducted from Allowable Costs. Where such a credit can be
associated with a corresponding cost, it must reduce that specific cost.

Any credits that can be identified with a specific QDC/QSC should be treated as direct
and reduce the costs of that specific contract. Failing that, credits should reduce the
appropriate overhead cost category.”

We do not believe it is helpful to have separate sections for ‘Costs generally Allowable’ and ‘Costs which are generally not Allowable’.

Having two sections means that guidance on the same topic (e.g. ‘Reworks’ and ‘Faulty workmanship’) is split. In our opinion it would be better to have all the guidance on a
specific topic in one single section.

For ease of reference please could each of the bullet points in 11.1 be numbered.
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111

Contingency cost can be included within a contract price, but cannot
be an Allowable Cost in non-firm price contracts if the contingency
has not arisen and therefore the contractor has not incurred an
expense.

Labour rates which cannot be evidenced as meeting the AAR
principles.

Inflation with regard to labour or costs of material, which is not
evidenced against the appropriate benchmark data.

Three items have been removed from the July 2016 version in section 11.1 (the costs
which are generally not considered Allowable). MOD thinks that these 3 paragraphs
should not have been deleted. The costs described here are not allowable and it is
critical that the guidance should clearly state this is the case.

Rather than say ‘non-firm price contracts’ it would be clearer to state in which of the
6 regulated pricing methods contingency costs are allowed.

Why have labour rates been singled out? ANY cost that cannot be evidenced as
meeting the AAR principles is not allowed. This is written into the Act and does not
need to be restated here.




Why is this specific guidance on inflation required? Furthermore why limit the
guidance to inflation of ‘labour or costs of material’? Any cost could be subject to
inflation.
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11.1

Contingency cost can be included within a contract price, but cannot
be an Allowable Cost in non-firm price contracts if the contingency
has not arisen and therefore the contractor has not incurred an
expense.

The 10th bullet point in this paragraph states that contingency costs can’t be
Allowable Costs “in non-firm price contracts” if the contingency has not arisen. That
principle should only apply to the extent that the pricing method used in the contract
permits the recovery of actual Allowable Costs — it shouldn’t apply to all other pricing
methods which are not firm price because some of those pricing methods obviously
use estimated costs. This should therefore be re-drafted along the following lines:
“Where the pricing method used allows the recovery of actual Allowable Costs
incurred by the contractor, contingency costs cannot form part of the actual Allowable
Costs where the contingency event has not arisen and the contractor has not
therefore incurred a cost”
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11.1

e Cost or premiums and payments for insurance which cover
that element of consequential loss that relates to profit are
excluded on similar grounds.

e Cost or premiums and payments for insurance which cover
the contractor’s own defects in materials or workmanship
incidental to the normal course of construction or
manufacturing, including product liability insurance. This
includes the insurance to repair defects in materials or
workmanship, for any breach of contract, or consequential
loss that relates to profit and therefore will not meet
Appropriate, Attributable and Reasonable criteria

Remove ”, including product liability insurance,” and “and for any breach of
contract”

Cost or premiums and payments for insurance,-inetuding-productliability-insurance;
which covers the contractor’s own defects in materials or workmanship incidental to
the normal course of construction or manufacturing. This includes the insurance to

repair defects in materials or workmanship,and-ferany-breach-of contractand

which, therefore, will not meet Appropriate, Attributable and Reasonable criteria.
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12.1

This guidance is applicable to all contract discussions between the
MOD and contractors regarding Allowable Costs in regard to
qualifying defence contracts and qualifying sub-contracts. Whilst the
majority of discussions about whether costs are Appropriate,
Attributable and Reasonable will be resolved without reference to

Should state at the end “or between contractors to a qualifying sub-contract or
proposed qualifying sub-contract”.




further guidance there are a number of more complex issues that
arise that may require additional guidance and this should be sought
from the SSRO if agreement cannot be reached between the MOD
and the Contractor.

Section 12.5 of the July 2016 version has been removed. We consider this paragraph necessary as it describes that fact that what follows are not the only exceptional or abnormal
costs that are allowable but are costs that require further explanation.

18 13.3 The contractor’s costing system must be the same for MOD work as | This should not be a requirement. Provided there is a consistent system for MOD costs,
it is for other work in which it is engaged thus ensuring that the | this should suffice.

allocation of costs can be relied upon as being both fair and
transparent.
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Consultation questions

When answering the consultation questions, it would be very helpful if you could support
your responses with additional explanation and detail, particularly on areas where you
disagree. This will help us to understand the basis for your answer and inform our finalisation
of the guidance. As a minimum, please include the paragraph number your comment refers
to.

Please do not feel that you need to respond to all of the consultation questions set out in the
document: we welcome brief or partial responses addressing only those issues where you
wish to put forward a view.

Comments on style and formatting are not required.

In the interests of transparency, it is our intention to publish responses to this consultation on
the SSRO website upon completion of the consultation. Please indicate whether or not you
consent to publication of your response by ticking one of the boxes below.

Please note, if you do not consent to publication, we will treat your response as confidential
to the extent of any disclosure that is required by law. In the event we are required by law to
make a disclosure of your consultation response, to the extent we are legally permitted to do
so, we will give you as much notice as possible prior to such a disclosure and will take into
account all reasonable requests made by you in relation to the content of such a disclosure.



Yes No

Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes No D

Please add comments:

We support the ADS submissions response on this.

QUESTION 2 - Do you think there are any other sections of the guidance that would
benefit from further clarity?

Yes No [ ]

Please add comments:

Please see the ADS submission
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Organisation:

Yusani Limited

Position:

Consultation questions

When answering the consultation guestions, it would be very helpful if you could
support your responses with additional explanation and detail, particulary on areas
where you dizagrea. This will help us to understand the basis for your answer and
inform our finalisation of the guidance. Az a minimum, please include the paragraph
numbar your commeant refers to.

Pleasa do not fesl that you need to respond to all of the consultation questions set out
in the docurmeant: we walcome brief or partial responses addressing only those issues
wheare you wish to put forward a view.

Comments on style and formatting are not reguined.

In the interests of transparency. it i our intention o publish responses to this
consultation on the SSR0O website upon completion of the consultation. Please indicate
whather or not you consent to publication of your response by ticking one of the boxes
balow.

Pleasa note, if you do not consant o publication, we will treat your response as
confidential to the extent of any dizsclosure that is required by law. In the event we are
reqguired by law o make a disclosure of your consultation response, to the extant wea
are legally parmitted to do so, we will give you as much nolice as possible prior to such
a disclosure and will take into account all reasonable requesis made by you in relation
to the content of such a disclosure.
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Consultation Response Form

Introduction

QUESTION 1 - Do you have any comments on the updated Single Source Cost
Standards?

Yes [ Mul:l

Please add comments:

| fully support the detailed comments made on behalf of its members by ADS in its
letter and attachment dated 26 May 2016.

QUESTION 2 - Do you think there are any other sections of the guidance that
would benefit from further clarity?

Yes [ MCII:'

Please add comments:

Lee the detailed comments made on behalf of its members by ADS in its letter and
attachment dated 26 May 2016.




