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4. The Defense Contract Audit Agency (DCAA) audited the proposals (app. supp.
R4, tab 208 (Corporate Audit Report for 2007); tab 260 (RMS Audit Report for
FY 2007); tab 331 (Corporate Audit Report for 2008); and tab 350 (RMS Audit Report
for 2008)). DCAA opined that some included costs were unallowable and others were
expressly unallowable and subject to “level one” penalties under FAR 42.709(a)(1).
(See, e.g., app. supp. R4, tab 208 at 3183-88 (lobbying-related costs)). Based upon
Raytheon’s inclusion of allegedly unallowable costs in its proposals, DCAA also issued
two audit reports alleging that Raytheon had not complied with Cost Accounting
Standard (CAS) 405, 48 C.F.R. 8 9904.405, Accounting for Unallowable Costs, for 2007
and 2008 (app. supp. R4, tab 215 (CAS 405 Audit Report for 2007) and tab 344
(CAS 405 Audit Report for 2008)). DCMA'’s corporate administrative CO (CACO),
Thomas Forbush, and the divisional administrative CO (DACO) for RMS, Jack Bradley,
largely based the following COFDs at issue upon the six audit reports (app. supp. R4,
tabs 276-277, 279, 281, 283, 356-358, 363-365). We describe them here, and address
them further below, as pertinent to the instant appeals.

5. The CACO’s June 20, 2014 COFD (Corporate COFD for 2007) asserted a
$10,468,740 government claim for disallowed costs, penalties and interest, due to
Raytheon’s inclusion of allegedly unallowable and expressly unallowable costs in its CY
2007 incurred cost proposal, and denied its request for a waiver of penalties under
FAR 42.709-5(c). It cited the captioned flexibly-priced contract and Contract
No. W31P4Q-07-C-0159 as representative contracts. (App. supp. R4, tab 279
at 4556-58) The CACO found that certain Corporate Development compensation costs
were expressly unallowable under FAR 31.205-27, ORGANIZATION COSTS (APR
1988). Raytheon’s Government Relations compensation costs were expressly
unallowable under FAR 31.205-22, LOBBYING AND POLITICAL ACTIVITY COSTS
(OCT 1997); and bonus, incentive compensation, and restricted stock costs for employees
alleged to have engaged in expressly unallowable activities were expressly unallowable.
(1d. at 4563-66, 4568) Raytheon’s appeal from this COFD is docketed as ASBCA No.
59435.

6. The CACO issued a second COFD, dated June 20, 2014 (CAS 405 COFD for
2007), asserting a $7,469,506 government claim in total. The portion on appeal is the
government’s $1,870,428 claim for noncompliance with CAS 405 and FAR 31.201-6,
ACCOUNTING FOR UNALLOWABLE COSTS (NOV 2005), due to Raytheon’s
inclusion of allegedly expressly unallowable Government Relations costs in its 2007
incurred cost proposal, and a $307,776 government claim for noncompliance with CAS
405, due to Raytheon’s inclusion of allegedly expressly unallowable Corporate
Development costs in that proposal. The COFD also claimed, and Raytheon challenged,
that bonus and restricted stock costs for employees alleged to have engaged in expressly
unallowable activities were expressly unallowable. The CAS 405 COFD for 2007 cited
the captioned contract as a flexibly-priced contract affected by the alleged CAS
noncompliance, and Contract No. N00019-07-C-0093 as a representative firm-fixed-price
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31.205-34, RECRUITMENT COSTS (JUL 2005), respectively. The DACO also alleged
a lack of documentation under paragraph (d) of FAR 31.201-2, DETERMINING
ALLOWABILITY (MAY 2004). Although the COFD did not name a representative
contract, it was based upon the RMS Audit Report for 2007, which lists affected contracts.
(App. supp. R4, tab 260 at 4098, tab 277; ex. G-10; AUPFF {1 13-14) Raytheon’s and
RMS’ appeal from this COFD is docketed as ASBCA No. 59437.

11. The DACO issued another COFD on June 12, 2014 (RMS Penalties COFD for
2007), asserting a $94,905 government claim for penalties, due to Raytheon’s inclusion of
various allegedly expressly unallowable costs, totaling $135,763, in its incurred cost
proposal for FY 2007. The DACO denied Raytheon’s request for a penalty waiver. (App.
supp. R4, tab 276 at 4535-36, 4538; AUPFF { 15) Although the COFD did not name a
representative contract, it was based upon the RMS Audit Report for 2007, which lists
affected contracts (app. supp. R4, tab 260 at 4098). Raytheon’s appeal from this COFD is
docketed as ASBCA No. 59438.

12. For 2008, the DACO issued a COFD on June 11, 2015, disallowing RMS’
indirect airfare costs. He did not make a payment demand because the amount of costs
claimed to be unallowable, plus an amount Raytheon had agreed to remove from its claim
for other indirect costs, was less than the amount being withheld from current approved
billing rates for 2008. (App. supp. R4, tab 358; AUPPF { 16) Raytheon’s appeal from
this COFD is docketed as ASBCA No. 60059.

13. OnJune 11, 2015, the DACO also issued two COFDs disallowing RMS’ direct
airfare costs that had been included in its billings under two named contracts and
demanding payment of $167,427 and $17,274, respectively (RMS Direct Airfare COFDs
for 2008) (app. supp. R4, tabs 356-57; AUPFF § 17). Raytheon’s appeals from these
COFDs are docketed as ASBCA Nos. 60060 and 60061.

14. A summary of the costs remaining in dispute in these appeals follows. The

chart was submitted by Raytheon (APFF { 18). Government disagreements or comments
are highlighted (gov’t reply br. at 4).
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Statutory and Requlatory Provisions Applicable to All or Several of the Subject Appeals

15. Among others addressed separately below, the following statutory, FAR and
CAS provisions are pertinent:

FAR 31.201-2, DETERMINING ALLOWABILITY
(MAY 2004), provides in part:

(a) A costis allowable only when the cost complies with all of
the following requirements:

(1) Reasonableness.
(2) Allocability.

(3) Standards promulgated by the CAS Board, if
applicable, generally accepted accounting principles
and practices appropriate to the circumstances.

(4) Terms of the contract.

(5) Any limitations set forth in this subpart.

(d) A contractor is responsible for accounting for costs
appropriately and for maintaining records, including
supporting documentation, adequate to demonstrate that
costs claimed have been incurred, are allocable to the
contract, and comply with applicable cost principles in
this subpart and agency supplements. The [CO] may
disallow all or part of a claimed cost that is inadequately
supported.

FAR 31.201-3, DETERMINING REASONABLENESS
(JUL 1987), provides in part:

(a) A costis reasonable if, in its nature and amount, it does
not exceed that which would be incurred by a prudent
person in the conduct of competitive business.... No
presumption of reasonableness shall be attached to the
incurrence of costs by a contractor. If an initial review of
the facts results in a challenge of a specific cost by the
[CO] or the [CO’s] representative, the burden of proof
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(a) Indirect Cost That Violates a FAR Cost Principle.-

The head of an agency shall require that a covered
contract provide that if the contractor submits to the
agency a proposal for settlement of indirect costs incurred
by the contractor for any period after such costs have been
accrued and if that proposal includes the submission of a
cost which is unallowable because the cost violates a cost
principle in the [FAR] or applicable agency supplement to
the [FAR], the cost shall be disallowed.

(b) Penalty for Violation of cost principle.-

(1)

(2)

If the head of the agency determines that a cost
submitted by a contractor in its proposal for
settlement is expressly unallowable under a cost
principle referred to in subsection (a) that defines the
allowability of specific selected costs, the head of the
agency shall assess a penalty against the contractor in
an amount equal to-

(A) the amount of the disallowed cost allocated to
covered contracts for which a proposal for
settlement of indirect costs has been submitted,;
plus

(B) interest (to be computed based on provisions in
the [FARY]) to compensate the United States for
the use of any funds which a contractor has been
paid in excess of the amount to which the
contractor was entitled.

If the head of the agency determines that a proposal
for settlement of indirect costs submitted by a
contractor includes a cost determined to be
unallowable in the case of such contractor before the
submission of such proposal, the head of the agency
shall assess a penalty against the contractor in an
amount equal to two times the amount of the
disallowed cost allocated to covered contracts for
which a proposal for settlement of indirect costs has
been submitted.
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(c) Waiver of Penalty. --The [FAR] shall provide for a
penalty under subsection (b) to be waived in the case of a

contractor’s proposal for settlement of indirect costs
when-

(1) The contractor demonstrates, to the [CO’s]
satisfaction, that--

(A) it has established appropriate policies and
personnel training and an internal control and
review system that provide assurances that
unallowable costs subject to penalties are
precluded from being included in the contractor’s
proposal for settlement of indirect costs; and

(B) the unallowable costs subject to the penalty were
inadvertently incorporated into the proposal.

FAR 42.709, SCOPE (NOV 2016), and its subsections implement the statutory
penalty and waiver provisions as does FAR 52.242-3, PENALTIES FOR
UNALLOWABLE COSTS (MAR 2001).

CAS 405-40, Fundamental Requirement, states in part that:

(a) Costs expressly unallowable or mutually agreed to be
unallowable, including costs mutually agreed to be
unallowable directly associated costs, shall be identified
and excluded from any billing, claim, or proposal
applicable to a Government contract.

48 C.F.R. § 9904.405-40(a).
FAR 31.201-6 reflects CAS 405’s requirements and provides, in part:

(a) Costs that are expressly unallowable or mutually agreed to
be unallowable, including mutually agreed to be
unallowable directly associated costs, shall be identified
and excluded from any billing, claim, or proposal
applicable to a Government contract. A directly
associated cost is any cost that is generated solely as a
result of incurring another cost, and that would not have
been incurred had the other cost not been incurred. When
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FAR 31.201-6(e)(2), ACCOUNTING FOR UNALLOWABLE COSTS
(NOV 2005), provides:

Salary expenses of employees who participate in activities that
generate unallowable costs shall be treated as directly
associated costs to the extent of the time spent on the
proscribed activity, provided the costs are material in
accordance with subparagraph (e)(1) above (except when such
salary expenses are, themselves, unallowable). The time spent
in proscribed activities should be compared to total time spent
on company activities to determine if the costs are material.
Time spent by employees outside the normal working hours
should not be considered except when it is evident that an
employee engages so frequently in company activities during
periods outside normal working hours as to indicate that such
activities are a part of the employee’s regular duties.

FAR 31.205-22, LOBBYING AND POLITICAL ACTIVITY COSTS (OCT 1997),
provides in part:

(a) Costs associated with the following activities are
unallowable:

(1) Attempts to influence the outcomes of any Federal,
State, or local election, referendum, initiative, or
similar procedure, through in kind or cash
contributions, endorsements, publicity, or similar
activities;

(2) Establishing, administering, contributing to, or paying
the expenses of a political party, campaign, political
action committee [PAC], or other organization
established for the purpose of influencing the
outcomes of elections;

(3) Any attempt to influence

(i) the introduction of Federal, state, or local
legislation, or

(if) the enactment or modification of any pending
Federal, state, or local legislation through
communication with any member or employee of
the Congress or state legislature (including efforts
to influence state or local officials to engage in
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similar lobbying activity), or with any
government official or employee in connection
with a decision to sign or veto enrolled
legislation;

(4) Any attempt to influence

(i) the introduction of Federal, state, or local
legislation, or

(i1) the enactment or modification of any pending
Federal, state, or local legislation by preparing,
distributing or using publicity or propaganda, or
by urging members of the general public or any
segment thereof to contribute to or participate in
any mass demonstration, march, rally, fund
raising drive, lobbying campaign or letter writing
or telephone campaign;

(5) Legislative liaison activities, including attendance at
legislative sessions or committee hearings, gathering
information regarding legislation, and analyzing the
effect of legislation, when such activities are carried
on in support of or in knowing preparation for an
effort to engage in unallowable activities; or

(6) Costs incurred in attempting to improperly
influence..., either directly or indirectly, an employee
or officer of the Executive branch of the Federal
Government to give consideration to or act regarding
a regulatory or contract matter.

FAR 31.205-22(b) excepts certain activities from paragraph (a)’s coverage, e.g.
“providing technical and factual . . . information on a topic directly related to performance
of a contract . . . in response to a documented request” from a member of Congress, or any
activity specifically authorized by statute to be undertaken with contract funds.

FAR 31.205-22(c) provides:

When a contractor seeks reimbursement for indirect costs,
total lobbying costs shall be separately identified in the
indirect cost rate proposal, and thereafter treated as other
unallowable activity costs.
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FAR 31.205-22(d) provides:

Contractors shall maintain adequate records to demonstrate
that the certification of costs as being allowable or
unallowable (see 42.703-2) [requirement for certification of
indirect costs] pursuant to this subsection complies with the
requirements of this subsection.

CAS 405-40(e), Fundamental Requirement, 48 C.F.R. § 9904.405-40(e) provides:

All unallowable costs covered by paragraphs (a) through (d) of
this subsection shall be subject to the same cost accounting
principles governing cost allocability as allowable costs. In
circumstances where these unallowable costs normally would
be part of a regular indirect-cost allocation base or bases, they
shall remain in such base or bases. Where a directly
associated cost is part of a category of costs normally included
in an indirect-cost pool that will be allocated over a base
containing the unallowable cost with which it is associated,
such a directly associated cost shall be retained in the indirect-
cost pool and be allocated through the regular allocation
process.

Raytheon’s Government Relations Department Activities

17. Atall relevant times, Raytheon maintained an office in Arlington, Virginia,
known as the Washington Office or Washington Area Office (see, e.g., tr. 5/23). In 2007
and 2008 the office included a Government Relations Department, among others. Costs
associated with Government Relations were collected in cost center 90206. The
Department’s name has changed from time to time (e.g., “Congressional Relations;”
“Legislative Affairs;” or “Legislative Operations”) but the cost center designation has
remained the same. We use “Government Relations” for convenience. (See Rule 4,
tabs 121, 169; app. supp. R4, tab 208 at 3184, tr. 5/19, 176, 6/85, 10/105; AUPFF | 19)
Government Relations serves as Raytheon’s primary interface with the United States
Congress (gov’t undisputed proposed finding of fact (GUPFF) { 35 (first sentence only)).

18. In 2007 and 2008 Government Relations had approximately 20-22 employees,
of whom approximately 12-13 were federal government relations specialists, managers or
directors; two were responsible for state and local government relations; two were
responsible for PAC activities; and the remainder were administrative specialists. In its
2008 annual Lobbying Report to Congress, Raytheon identified up to 13 individuals who
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demonstration, march, rally, fund raising drive,
lobbying campaign, or letter writing or telephone
campaign; or

e. Legislative liaison activities only when carried on in
support of or in knowing preparation for an effort to
engage in unallowable activities. Thus, only those
legislative liaison activities which, from their timing
and subject matter, can reasonably be inferred to have
had a clearly foreseeable link with later lobbying fall
within the “knowing preparation” standard of this
section.

5.1.2 Associated Lobbying Activity Costs

a. The lobbying activity costs defined above include the
applicable portions of salaries of employees and fees of
individuals or firms engaged in lobbying activity on
behalf of Raytheon (whether or not such employees or
firms are registered as lobbyists under any applicable
law).

b. Also unallowable are costs that are “directly associated”
with lobbying activity costs, as defined in Section 5.1.1
above. A “directly associated” cost as defined by the
[CAS] Board (CASB) is a “cost which is generated
solely as the result of the incurrence of the (unallowable
lobbying cost) and which would not have been incurred
had the (unallowable lobbying cost) not been incurred.”

5.2 Allowable Costs

5.2.1 Non-Lobbying Activity Costs—These activities include:

a. Providing a technical and factual presentation of
information, on or off Raytheon premises, on a topic
directly related to the performance of a contract
through hearing testimony, statements or letters to the
Congress or a state legislature, or subdivision,
member, or cognizant staff member thereof, in
response to a documented request (including a
Congressional Record notice requesting testimony or
statement for the record at a regularly scheduled
hearing) made by the recipient member, legislative
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body or subdivision, or a cognizant staff member
thereof; provided such information is readily
obtainable and can be readily put in deliverable form;
and further provided that costs under this section for
transportation, lodging or meals are unallowable unless
incurred for the purpose of offering testimony at a
regularly scheduled Congressional hearing pursuant to
a written request for such presentation made by the
Chairman or Ranking Minority Member of the
Committee or Subcommittee conducting such hearing.

b. All legislative liaison activities not in support of
unallowable lobbying activity costs as defined in
Section 5.1 above. Allowable legislative liaison
includes gathering information or legislation,
analyzing the [e]ffect of legislation, and attending
legislative sessions or hearings and reporting on the
subject matter of such legislative sessions or hearings.

6. PROCEDURE

NOTE: The applicable portion of employees’ salaries is
withdrawn through the overhead rate submission . . .

b. In addition to the above reporting requirement,
employees who spend more than 25% of their
compensated hours during the month on lobbying
activity are also required by Government regulation to
maintain time logs, calendars, or similar records
documenting all of their lobbying activity.

NOTE: Time spent on lobby activity after the scheduled
working day is not reported.

6.2.2 Raytheon is required to maintain “adequate records” to
support a required certification in its annual indirect
cost rate proposal that Raytheon has properly
segregated and not claimed for reimbursement the cost
of any unallowable lobbying activity.
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as funding an agency or program. PLEASE NOTE: Lobbying
includes preparation time for “white papers” and other written
or oral lobbying activities, as well as time spent supporting the
PAC.

(R4, tab 151 at 71762) The Government Relations team had worked with Raytheon’s
Business Development, Finance and Legal Teams to prepare these “basic instructions”
(tr. 7/27-28). In addition to providing charge instructions to Raytheon’s various
businesses, Raytheon had separate training for them concerning the definitions of
lobbying (tr. 7/28-30).

24. In 2007 and 2008 Raytheon withdrew unallowable costs from its Government
Relations cost center 90206 through A&S, which was responsible for preparing the
Corporate incurred cost submissions. Donna Ferrero, a Consulting Budget Analyst, was
responsible for collecting costs from cost center 90206, ensuring that the unallowable
portion was withdrawn, and calculating the cost disallowance factor (below). She had no
written instructions on how to complete the lobbying withdrawal calculation but had
consulted with her predecessor and supervisor on the matter and, based upon her several
years’ experience, she knew what was required. (Tr. 6/252-54; AUPFFs 48-49)

Ms. Ferraro was making mathematical calculations, not evaluating the substance or
purpose of the time reported (tr. 6/260-61, 267). Ms. Watson noted that “the onus [was]
on each individual employee” to enter his or her time accurately (tr. 5/209-10).

25. During the relevant time periods Raytheon’s paper time sheets for its
Washington Office defined “Lobbying” as follows:

Lobbying is defined by the Lobbying Disclosure Act (LDA) as
any oral or written communication (including e-mail) to an
executive or legislative branch official with regard to the
formulation, modification, or adoption of federal legislation, a
federal rule, regulation, Executive Order, or any other
program, policy, or position of the U.S. Government.
Exclusions include written responses to requests for
information, testimony before a committee and administrative
requests.

(R4, tab 127 at 144664) This definition was to provide guidance regarding lobbying
activities but there was no specific training on how to fill out the time sheets (tr. 5/229).

26. Congressional “[LDA] Guidance,” effective January 1, 2008, revised
February 15, 2013, states that the LDA “does not contain any special record keeping
provisions” but, for an organization employing in-house lobbyists, it “requires a good
faith estimate of the total expenses of its lobbying activities” (R4, tab 229 at 14;
tr. 5/38-40).
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activities. (See R4, tabs 151, 177 at 2, tab 214 at 1-2, tab 217 at spreadsheet attachment;
tr. 5/55-56, 202-03, 217-18; GUPFF 11 56-58 as restated in APFF 43, GUPFF { 60).

32. Raytheon implemented the Lobbying Tool in April 2008. It allowed its
lobbyists to log on to Raytheon’s internal intranet in order to report their lobbying hours
monthly (see R4, tabs 190, 193; GUPFF { 61). The Lobbying Tool accounted separately
for LDA lobbying activities and those that were unallowable under FAR 31.205-22. For
example, PAC activities are not lobbying for purposes of the LDA but are unallowable
under the FAR. The Lobbying Tool tracked total lobbying hours per employee, including
for the LDA, the Internal Revenue Service, and FAR compliance. As of the audit (below),
each employee who lobbied prepared a one-page monthly time log showing the total
number of hours that the employee engaged in disallowed lobbying or PAC efforts each
day. At the end of every month, the employee entered the hours spent on lobbying-related
activities into the Lobbying Tool. The time logs were then consolidated and formed the
basis for Raytheon’s voluntary cost withdrawal for lobbying activities. The unallowable
lobbying withdrawal percentage was calculated by dividing the total hours spent on
lobbying activity by the total annual hours worked. (App. supp. R4, tab 208 at 3185-87;
tr. 5/61, 211-14)

33. As with the predecessor paper time sheets, under the Lobbying Tool lobbyists
were not to record more than 8 hours a day or enter any weekend or holiday lobbying
(tr. 5/243-44, 280-81, 10/139-40; GUPFF § 63). The tool did not provide information
regarding the nature of Raytheon’s lobbyists’ activities (R4, tab 215 at attachment;
tr. 6/294-95; GUPFF { 65).

34. For all relevant times, Raytheon relied upon the lobbying time reported by its
Government Relations lobbyists to determine its unallowable lobbying activity costs under
FAR 31.205-22, which it referred to as its “lobbying withdrawal calculation.” Raytheon’s
A&S Budgets Group, in particular analyst Ferrero, was responsible for the calculation as
part of the preparation of Raytheon Corporate’s annual indirect cost proposals, including
for FY's 2007 and 2008. Ms. Ferrero did not know the process by which Raytheon’s
lobbyists recorded their time. (R4, tab 103 at 62-64 (app. resp. to interrog. No. 24);
tabs 160, 184; tr. 6/252-61; GUPFF 11 66-67)

35. For the lobbying cost withdrawal calculation, Raytheon established a ratio of
unallowable hours worked by the Government Relations employees to their total hours
worked. The ratio’s numerator was the total number of unallowable hours reported by the
lobbyists. The denominator was the total number of work hours available during a given
year to the employees who reported unallowable hours, based upon a 40-hour work week
less vacation and holidays. Dividing the numerator by the denominator yielded a
percentage—the lobbying disallowance factor. Raytheon applied this factor to what it
deemed to be Government Relations’ recoverable expenses (including the salary and
fringe benefits paid to its lobbyists and their administrative staff) to determine the costs
associated with unallowable lobbying activities under FAR 31.205-22. (R4, tab 103
at 62-64 (app. resp. to interrog. No. 24); tabs 160, 184, 710 1 69; tr. 6/255-60
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training, staff meetings, and the like to be allowable costs and opined that responding to
requests and giving hearing testimony were Government Relations’ activities that were
not lobbying. She was a salaried employee paid based upon a 40-hour work week and
recorded lobbying and political events as unallowable up to her normal business hours.
Ms. Watson estimated that she spent 65% to 70% of her time a year on PAC lobbying
activities. (R4, tab 145 at 2; tab 218 at 6803-07; tr. 5/196, 201-02, 206, 235, 237, 239,
243, 260-61). Ms. Watson was confident that she had captured all of her unallowable time
in 2007 and 2008 (tr. 5/285).

42. Mr. Neal, a credible witness, joined Government Relations in January 2007 as
a Senior Manager. During 2007 and 2008 he was the chief interface between RMS and
the legislative branch of government. (Tr. 7/6, 44; APFF § 22 (undisputed portion)) He
was a registered lobbyist as of the hearing and in 2007 (R4, tab 218 at 6787). On some
days in 2007 and 2008, Mr. Neal worked over eight hours on lobbying activities. Outside
of normal business hours he might attend early morning or late evening meetings, PAC
meetings, PAC events with members of Congress, breakfasts, lunches, and dinners. In
2007 and 2008, on occasion he would attend morning fundraisers, work a full day, then
attend fundraisers at night (tr. 7/22). Mr. Neal recorded his activities on a daily log, notes
on his desk calendar, and Lotus notes calendar, which was usually “pretty detailed”
(tr.7/11). He archived his emails (R4, tab 218 at 6787). He considered the functions he
attended before 8 AM and after 5 PM to be part of his regular work duties. He opined that
business development activity, learning about programs, reading trade/industry press,
clerical activity, responding to requests from Congressional staffers, and explaining the
nature of program funding that had been provided in a fiscal funding bill, were allowable
costs. He considered time spent providing facts was allowable, but if the time were
colored in any way by an attempt to influence, it was not allowable. He classified time
spent at meals with other contractors that were also attended by members of Congress or
their staff as lobbying or political time. Mr. Neal evaluated whether an activity was
lobbying on a case by case basis. The time he spent on lobbying activities varied, with
less time spent when Congress was in recess. He deemed his annual lobbying percentage
to be 60%-70%. (Id. at 6793; tr. 7/37, 80-81, 86, see also tr. 7/41)

43. Mr. Neal “didn’t estimate” his time; he entered his time as appropriate on a
daily basis, applying a “conservative bias on each day” as to what was unallowable
(tr. 7/13). Mr. Neal logged “mixed purpose” activities as lobbying (tr. 7/52). He collected
and submitted his time at the end of the month (tr. 7/11-12). Mr. Neal credibly vouched
for the accuracy of his recorded unallowable lobbying time on his 2007 time sheets (app.
supp. R4, tab 69; tr. 7/70, 77-78).

44. Mr. Lee, a credible witness, joined Raytheon as a Government Relations
Manager in 1995, after a career in the United States Coast Guard, and was promoted to
Senior Manager of Government Relations. He was responsible for Civil Programs until
his retirement in 2014. (Tr. 9/276-78, 281-82, 317; APFF  23) (undisputed portion))
Mr. Lee spent less than 3% of his time working on obtaining earmarks for Raytheon. He
classified that work, and internal discussions on lobbying activities, as non-recoverable
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lobbying costs. The amount of time he spent on the internal discussions varied
depending upon the time of year, with February to April as the busiest. Mr. Lee was a
registered federal lobbyist, because he spent, or might spend at a given time, more than
20% of his time in lobbying activities, although he described his allowable activities as
“much greater” (tr. 9/307). He travelled infrequently overnight to attend events also
attended by Executive or Legislative Branch officials or lobbying firms. He designated
those costs as non-recoverable unless a member of Congress or staffer had requested the
visit. Mr. Lee opined that information gathering (reading reports, papers, learning
programs and the status of matters, professional development and internal staff meetings
that did not involve lobbying) generated allowable costs. Unallowable activities
included attempts to influence. Mr. Lee advised DCAA auditor Quinn that he normally
worked about 8 hours per day, but he attended fundraisers and Hill events both during
the regular work day and after hours. The fundraisers were typically outside regular
hours and were sometimes on weekends. This was an expected part of the job in
Government Relations and part of his regular work duties. In 2007, Mr. Lee attended
119 political fundraisers and 44 local non-fundraising events. In 2008, he attended

103 political fundraisers and 34 non-fundraising events. No matter how many hours he
worked on unallowable activities, he would report only 8 hours per day on the ground
that he was an exempt salaried employee. He recorded his work activities on Palm
Calendar software and on his time sheets, daily or close thereto. The purpose of the time
sheets was to record time spent on unallowable activities only. Mr. Lee credibly
estimated that he spent 20%-30% of his time annually on lobbying. (R4, tab 143 at
9518, tab 175 at 9587, tab 218 at 6816-22; tr. 9/286-88, 291-92, 315-16, 328, 335,
337-38, 349)

45. Joseph Zummo, a credible witness, was Director of Government Relations as
of the hearing. He joined Government Relations as a Senior Manager in 2005, after
serving as an aviator in the United States Navy. During 2007 and 2008, he was the Senior
Manager principally responsible for programmatic and policy issues of interest to
Raytheon. He was a registered lobbyist as of the hearing and in FY 2007. When
interviewed by Ms. Quinn in 2008, Mr. Zummo reported that he usually worked about
10 hours a day. Outside his normal work day, and sometimes during his normal work
hours, he attended trade association events and political fundraisers. He accounted for his
time and considered his activities before 8 AM and after 5 PM to be part of his regular
work duties. His primary duties for Raytheon were as a lobbyist and working on policy.
Part of his duties in 2007 was to pursue earmarks or directed appropriations, but he spent
very little time on this. He reported that time as non-recoverable. Mr. Zummo often
engaged in internal discussions within his department on lobbying strategies. He
classified this time, or some of it, as non-recoverable. Mr. Zummo attended meetings with
other contractors that were also attended by members of Congress or Congressional staff.
He classified his time as recoverable or not, depending upon the meeting’s purpose.
About 15 times a year Mr. Zummo traveled for Congressional staff site visits or
fundraising in districts or states. He reported that time as non-recoverable lobbying. He
attended fundraising events for the Raytheon PAC. He opined that his internal meetings
and data gathering activities resulted in allowable costs. Mr. Zummo opined that, during
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2007-08, an active period for him, he was “probably incredibly conservative” and “erred
on the side of reporting most of [his activity]” as unallowable (tr. 10/115). If there were
“any room for interpretation,” Mr. Zummo recorded his activity as unallowable

(tr. 10/134). He recorded his activities on a daily log, notes on his desk calendar, and
Lotus notes. He archived his emails. Mr. Zummo credibly estimated that he spent 90% of
his time performing lobbying activities on a yearly basis. (R4, tab 218 at 6823-29;

tr. 10/103, 105, 107, 138-39; APFF { 24 (undisputed portion))

46. Messrs. Neal, Lee, and Zummo had similar views that unallowable lobbying
constituted attempts to influence legislation; preparing to influence legislation; attempts to
influence elections and preparing to do so; and political activity, such as fund raisers or
grass roots political activity or preparing to do either; or organizing or participating in
PAC-related activities and preparing to do so (tr. 7/17, 52, 9/283-84, 10/114).

47. Government Relations personnel engaged in some allowable non-lobbying
activity. Whether an activity was lobbying or non-lobbying could be “situational
dependent” (tr. 10/162, 164) (Zummo) or dependent upon the purpose and evaluated on a
case-by-case basis (tr. 7/53, 57-58) (Neal). For example, Mr. Zummo considered internal
strategy sessions concerning Congressional outreach to be lobbying, which he reported as
such (tr. 10/162). His description of non-lobbying activity, which he opined was
compliant with the LDA and the FAR, was “anything that’s not advocating or trying to
influence legislation . . .” (tr. 10/114). Some examples were planning and administrative
matters; human resources issues; conferences; external and internal matters that had
nothing to do with trying to influence legislation; interpreting existing law for Raytheon
headquarters or business divisions; budget analysis after a statute had been enacted; and
examining international issues (tr. 10/160-63). Mr. Zummo used his judgment, training,
and understanding of the LDA, FAR and Internal Revenue Code in classifying his time
(tr. 10/132-33). The views of other testifying Government Relations personnel were
similar. For example, Mr. Neal considered lobbying to depend upon whether he was
attempting to influence legislation or preparing to influence legislation, “broadly
speaking,” engaging with a member of Congress, or organizing or participating in
PAC-related activities. (Tr. 7/17) Ms. Watson described lobbying activities as attempts to
influence (tr. 5/261).

48. A few more examples, from the testifying Government Relations personnel, of
what they consider to be non-lobbying activities, include attending legislative hearings
and gathering information for Raytheon’s senior leadership, without attempting to
influence the legislators (tr. 7/53-54); monitoring public sources for information that
might affect Raytheon’s programs and policies (tr. 9/293, 10/114); responding to
Congressional oversight inquiries that did not involve attempts to influence legislation
(tr. 9/295-96, 10/164-65); budget analysis after a statute has been enacted (tr. 10/163); and
training and lobbying compliance activities, staff administrative meetings, ethics matters,
internal efforts to support business development, diversity, health and safety, and human
resources work (tr. 5/202, 9/313-14, 10/160).
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accounted for its PAC costs (tr. 5/121). He also acknowledged that the employees he
interviewed in 2012 (Watson, Zeppieri, and Zummao) reasonably accounted for their time
(tr. 5/152-54, 168), but he further stated that “[w]e don’t really know, to be honest with
you, the accuracy of the direct lobbying time .. .” (Tr. 5/168) The auditors speculated
that the employees might not be tracking research, preparation, strategy and other time
spent in what DCAA considered to be lobbying-related activities or preparation for direct
lobbying (tr. 5/121-22, 168, 8/255-56). However, auditor Quinn acknowledged that
nothing in her notes gave her concern that Raytheon’s employees were not withdrawing
pre-lobbying or lobbying preparation costs (tr. 8/268) and we have not been directed to
any evidence to support this speculation.

58. DCAA held a March 19, 2013 exit conference with Mr. Vilandre, Senior
Manager of A&S. DCCA received Raytheon’s response to its draft audit report on April 3,
2013. Raytheon disputed that the questioned costs —then all of its submitted costs for cost
center 90206 -- were unallowable. Raytheon alleged that, other than the time entered in the
Lobbying Tool, Government Relations employees were not required to track their time
because they charged it as indirect costs. Moreover, their time not entered into the
Lobbying Tool was spent on allowable non-lobbying activities such as research and analysis
of legislation’s impact; monitoring and reporting to Raytheon’s management upon current
trends and issues; business development, such as internal staff meetings and events;
professional development; and office administration. Raytheon contended that DCAA had
arbitrarily and incorrectly concluded that, under FAR 31.205-22(b)(1), the only allowable
activity would be related to documented requests for white papers. Raytheon asserted that
its Lobbying Tool captured its unallowable lobbying activities and fully complied with
FAR 31.201-2(d). Raytheon also pointed out that the 2012 interviews were 5 years after the
2007 year in question whereas the Lobbying Tool entries were contemporaneous with the
reported lobbying activities. (App. supp. R4, tab 208 at 3186-87)

59. DCAA replied in its October 25, 2013 Corporate Audit Report for FY 2007
that, through interviews, the auditors had determined that Raytheon’s lobbyists spent 90 to
100 percent of their time on lobbying-related activities, directly or indirectly, which was
much more than Raytheon had reflected in its lobbying analysis. The auditors considered
that the only lobbying-related costs that were allowable were those that satisfied
FAR 31.205-22(b)’s requirement for “documented requests” from Congress and the like
for information regarding contract performance and Raytheon maintained that such
requests were seldom formally documented and were usually made by email or telephone.
Because Raytheon could not provide documented requests, DCAA concluded that the
costs DCAA deemed to be lobbying-related were expressly unallowable under FAR
31.205-22. Of the adjusted claimed cost center 90206 costs, the auditors reported that
$1,870,428 were expressly unallowable and subject to a level one penalty. (App. supp.
R4, tab 208 at 3029, 3184-85, 3188)

60. Auditor Quinn acknowledged that, during her audit for 2007, she did not ask to
review any of the materials (calendars, notes, emails, etc.) that each of the employees
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calculation, which the government contends mathematically reduced its disallowance
factor (see R4, tab 184 at first tab, entitled “7.15”; tr. 6/302-07; GPFF  92).

65. On December 19, 2014, DCAA issued its Corporate Audit Report for 2008
(app. supp. R4, tab 331). The auditors questioned $1,187,981 in claimed employee
compensation costs of the Government Relations cost center based upon FAR 31.205-22
and FAR 31.201-6 (id. at 5097, 5099, 5215). Of the questioned amount, $985,144 was
said to be subject to a level one penalty (id. at 5211). The auditors analyzed the above
interviews and documents to develop “estimated percentages of each employee’s time
spent on unallowable effort in 2008” (id. at 5214).

66. The government also relies upon an internal Raytheon online article dated
January 31, 2005 (R4, tab 115; tr. 6/50; ex. A-7). The article profiles Chris Lombardi,
then manager of Government Relations. It reports that “[the] job necessitates most of the
team [spend] one-half to two-thirds of their days canvassing Capitol Hill” (R4, tab 115
at 15414) and that Mr. Lombardi discussed attempts to influence the outcome of
legislation, among other things (id. at 15413-15). DCAA reported in a 2006 work paper
that, during a DCAA interview, Mr. Lombardi stated that he had taken “poetic liberties”
for the article (ex A-7). Mr. Neal described the article as a public relations “puff piece”
and that, while he sometimes worked one-half to two thirds of his time on Capitol Hill, to
characterize it as a daily occurrence was “broadly overstated” (tr. 7/68). Mr. Lombardi
was not called to testify. We find that the accuracy of the 2005 hearsay article has been
undermined and, in any event, the article is not probative of the amount of unallowable
lobbying hours spent by Government Relations personnel in CY's 2007 and 2008.

67. The auditors questioned 100 percent of the time of 17 employees, including
employees they did not interview (app. supp. R4, tab 331 at 5215; tr. 5/161-62).

68. DCAA’s 2008 audit of Government Relations followed materially the same
plan as for 2007 and, with minor exceptions, DCAA questioned nearly the entire cost
center costs as expressly unallowable. Raytheon alleged, inter alia, that DCAA had
misinterpreted FAR 31.205-22. (App. supp. R4, tab 331 at 5216; AUPFF  94)

69. On June 22, 2015, the CACO issued his Corporate COFD for 2008. He largely
adopted DCAA’s recommendations and concluded that Raytheon had included $1,065,481
in its proposal for salary and labor costs paid to its Government Relations lobbyists and
administrative staff for performing and supporting unallowable lobbying activities, of
which $981,822 was for expressly unallowable salary expenses paid to Raytheon’s
lobbyists (app. supp. R4, tab 364 at 5954, 5961; GPFF { 20 (undisputed portion), APFF
96 (undisputed portion)). The same day, the CACO issued the 2008 CAS 405 COFD,
finding that Raytheon’s submission of expressly unallowable lobbying and political
activity costs, among other allegedly expressly unallowable costs, violated CAS 405. The
CACO cited Raytheon’s failure to supply documented requests from Congress in support
of allowable lobbying activity as a basis for his decision. (App. supp. R4, tab 365 at 5966,
5969) Raytheon’s appeals ensued as set forth above (findings 7, 9).
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time it spent on lobbying, including time sheet reporting in 2007; its lobbying tool in
2008; and calendars, notes, and the like, which DCAA did not ask to see. This was
corroborated by the credible hearing testimony of current and former members of
Government Relations. (See findings 31-32, 41-45)

DCMA alleges that Raytheon’s personnel were not adequately trained in the FAR’s
lobbying reporting requirements. The evidence is to the contrary. Raytheon, inter alia,
provided in-house and outside counsel training, at least annually, and published its
“Lobbying Policy” and “Unallowable Guidelines. (Findings 19-21, 23)

Regarding the amount of unallowable lobbying hours reported by Raytheon,
FAR 31.201-6(e)(2) provides that time spent by employees outside normal working hours
should not be considered except when it is evident that an employee engages so frequently
in company activities during those extra hours as to indicate that the activities are a part of
the employee’s regular duties (see finding 16). Raytheon’s lobbyists worked early
mornings, late nights, and weekends from time to time on what all of the testifying
witnesses considered to be a regular part of their work duties (findings 41-42, 44-45).

Since lobbying responsibilities were a regular part of the work duties,
FAR 31.201-6(e), ACCOUNTING FOR UNALLOWABLE COSTS (NOV 2005),
provides that these activities should be considered in determining materiality of the
activities. However, that FAR subsection only applies to determining whether the costs
were material. It does not instruct how the unallowable costs should be calculated. The
FAR provides that “[t]he practices for accounting for and presentation of unallowable
costs must be those described in 48 CFR 9904.405, Accounting for Unallowable Costs.”
FAR 31.201-6(c)(1) (finding 16). CAS 405, in turn, provides that unallowable costs
“shall be subject to the same cost accounting principles governing cost allocability as
allowable costs.” CAS 405-40(e) (finding 16).

Here, Raytheon’s Lobbying Policy provides that “[t]ime spent on lobby activity
after the scheduled working day is not reported” and the Policy’s record-keeping
requirements apply to “employees who spend more than 25% of their compensated hours
during the month on lobbying activity” (finding 19) (emphasis added). Accounting for
labor costs as a function of time paid, rather than time worked, is a common industry
method. Raytheon asserts that it is required to use that method under CAS 401,
Consistency in Estimating, Accumulating and Reporting Costs, because that is its
disclosed accounting practice and the one it uses in bidding. (Finding 29) Thus, we find
that Raytheon’s method of removing the unallowable costs was proper, based on its
disclosed accounting practice.

Raytheon instructed its employees not to report lobbying time in excess of
“normal” work hours because they were salaried employees who are charged indirectly;
they are paid based upon a 40-hour work week; and including time outside of that period
would result in an overstatement of the lobbying withdrawal amount. There was no cost
to Raytheon or the government for work outside normal business hours. (Finding 28) We
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have found that Raytheon appropriately calculated its lobbying costs consistent with its
disclosed accounting practice and that there was no additional cost to the government,
under this accounting (finding 29).

Like DCAA, DCMA focuses upon an alleged lack of documented requests from
Congress for information, which, under FAR 31.202-22 (b), would be an exception to
FAR 31.202-22(a)’s unallowable lobbying activities (findings 16, 49-50, 59, 61, 69).
However, Raytheon asserts that, because it is not claiming lobbying activity costs, it is not
relying upon any exception to unallowable lobbying activities. It also points out that
formal documented requests from Congress are “extremely rare,” with most
communication being in person or by telephone, with an occasional email (finding 51).

Mr. Neal opined that responding to requests from Congressional staffers and
providing facts were allowable, but if the time were colored in any way by an attempt to
influence, it was not allowable (finding 42). This is consistent with Raytheon’s
representation to DCAA that it’s normal practice was not to claim the costs of responding
to Congressional inquiries because presenting facts could “cross over” into lobbying
(finding 51). Like Mr. Zummo (finding 45), Mr. Neal evaluated his time on a case by
case basis, with a conservative bias towards unallowability, if there were any question.
He recorded his activities on a daily log, and on a “pretty detailed” Lotus notes calendar,
and he archived his emails (finding 42), as did Ms. Watson (finding 41). Mr. Lee
recorded his work on Palm Calendar software and on his time sheets (unallowable
activities only), daily or close thereto (finding 44).

The auditors questioned 100% of the costs of Raytheon’s “State and Local”
Government Relations employees and of its office assistants without interviewing them.
The auditors concluded that 100% of Government Relations’ 2007 costs, allegedly
representing direct lobbying and lobbying-related effort, was expressly unallowable under
FAR 31.205-22. (Finding 56) Nonetheless, Mr. Yesner confirmed that Government
Relations employees were good about recording direct lobbying activities as unallowable
and that Raytheon appropriately accounted for its PAC costs. He also acknowledged that
the employees he interviewed in 2012 reasonably accounted for their time. (Finding 57)

In contrast, Mr. Yesner also stated that the auditors did not really know the
accuracy of the direct lobbying time. They speculated that employees might not be
tracking time spent in what DCAA considered to be lobbying-related activities or
preparation for direct lobbying, although Raytheon’s Lobbying Policy described
legislative liaison activities as unallowable costs “when carried on in support of or in
knowing preparation for an effort to engage in unallowable activities” (finding 19).
Moreover, as reflected in auditor Quinn’s interview notes, the employees she questioned
responded that they classified such time as unallowable. She acknowledged that nothing
in her notes gave her concern that Raytheon’s employees were not withdrawing
pre-lobbying or lobbying preparation costs. (Finding 57) The auditors also speculated
that employees other than those interviewed might have assisted lobbyists with the
creation of white papers or with technical information; many of those employees had
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trouble remembering their activities during FY 2007; and, because they did not normally
take part in lobbying activities, they might not have known how to record their time. We
have found no support for either of these speculations. (Findings 50, 57)

The initial audit report had not questioned all of cost center 90206’s costs.
However, Ms. Quinn disavowed that report. (Finding 49) Even before they requested the
assist audit, DCAA’s Corporate auditors developed a “strategy” to question the entire cost
center 90206 (finding 50). Ms. Quinn based her ultimate conclusion that all of cost center
90206’s costs should be disallowed on the fact that she did not find documentation “either
way” on whether the costs were allowable or not, or claimed or not (finding 52). Her
conclusion, as self-described, is unsupportable and underscores the fact that DCMA has
not met its burden of proof.

DCAA changed its audit position, apparently as of 2006 (finding 39), but at least
from 2009 through 2012, getting successively further away from the CY 2007 and 2008
years in question, and each time increasing the lobbying cost disallowance factor (e.g.,
findings 38, 40, 54-55). DCAA’s and DCMA’s conclusions are undermined by
contradictory evidence, general beliefs rather than specific proof, and speculation.

We conclude that DCMA has not met its burden to prove that Raytheon’s costs in
question are unallowable lobbying costs. Therefore, it also has not met its burden to prove
that Raytheon did not comply with CAS 405 with regard to those costs.

DECISION

ASBCA Nos. 59435, 59436, 60056 and 60058, to the extent that they cover alleged
unallowable lobbying costs, are sustained.

ASBCA Nos. 59435, 59436, 60056 -- CORPORATE DEVELOPMENT COSTS

FINDINGS OF FACT CONCERNING CORPORATE DEVELOPMENT COSTS

72. The following regulations are pertinent to the parties’ dispute over corporate
development costs:

FAR 31.205-12, ECONOMIC PLANNING COSTS
(OCT 2003), provides in part:

Economic planning costs are the costs of general long-range
management planning that is concerned with the future overall
development of the contractor’s business and that may take
into account the eventual possibility of economic dislocations
or fundamental alterations in those markets in which the
contractor currently does business. Economic planning costs
are allowable. Economic planning costs do not include
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organization or reorganization costs covered by 31.205-27.
See 31.205-38 for market planning costs other than economic
planning costs.

FAR 31.205-27, ORGANIZATION COSTS (APR 1988),
provides in part that:

(a) Except as provided in paragraph (b) of this subsection,
expenditures in connection with-

1)

(2)
3)

planning or executing the organization or
reorganization of the corporate structure of a business,
including mergers and acquisitions,

raising capital (net worth plus long-term liabilities),
are unallowable. Such expenditures include but are
not limited to incorporation fees and costs of
attorneys, accountants, brokers, promoters and
organizers, management consultants and investment
counselors, whether or not employees of the
contractor. Unallowable reorganization costs include
the cost of any change in the contractor’s financial
structure, excluding administrative costs of short-term
borrowings for working capital, resulting in
alterations in the rights and interests of security
holders, whether or not additional capital is raised.

(b) The cost of activities primarily intended to provide
compensation will not be considered organizational costs
subject to this subsection, but will be governed by
31.205-6. These activities include acquiring stock for-

1)
(2)
3)

executive bonuses,
employee savings plans, and

employee stock ownership plans.

FAR 31.205-38, SELLING COSTS (AUG 2003), provides in

part:

(@) “Selling” is a generic term encompassing all efforts to
market the contractor’s products or services, some of
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which are covered specifically in other subsections of
31.205. The cost of selling efforts other than those
addressed in this cost principle are unallowable.

(b) Selling activity includes the following broad categories:

(4) Market planning. Market planning involves market
research and analysis and general management planning
concerned with development of the contractor’s business.
Long-range market planning costs are subject to the
allowability provisions of 31.205-12. Other market
planning costs are allowable.

Raytheon’s Corporate Development Office

73. Atall times relevant to these appeals, Raytheon maintained an office at its
corporate headquarters which we refer to as “Corporate Development.” At some point
that office split from “Strategic Planning,” also referred to as “Corporate Strategic
Development Group” or “Strategic Business Development.” (See app. supp. R4, tab 208
at 3195, tab 331 at 5224; tr. 1/185-86, 3/215-16, 255) In 2007 and 2008 Corporate
Development, identified as cost center 90043, had seven or eight employees, six of
whom were focused upon strategic business transactions and acquisition and divestiture
(A&D) or merger activities, and one or two of whom were administrative assistants (see
app. supp. R4, tab 208 at 3195-97, tab 331 at 5221, 5228).

74. As we found in Raytheon I regarding Corporate Development’s status as of
Raytheon’s 2004 incurred cost submission:

Raytheon’s Corporate Development department was
responsible for working with its business units in strategic
development and growth opportunities, including strategic
analysis of a business’ capabilities to market its products and
services to the government and function in government work.
Where there were gaps in business’ capabilities, Corporate
Development would work with them to determine the right
ways to fill the gaps, either through, inter alia, internal
investment, research and development, licensing of intellectual
property (IP), partnerships or acquisitions. This process was
known as “gap analysis.” Working with Raytheon’s
businesses on M&A and divestitures was not Corporate
Development’s primary role but was part of its work to find
strategic growth initiatives.
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Raytheon | at 178,840 (finding 68) (citations to record omitted).

75. The testimony in the instant appeals, concerning the calendar year 2007 and
2008 incurred cost submissions, which was credible, was to the same effect (e.g
tr. 8/47-48 (Corporate Development’s role is to work with Raytheon’s businesses with
their strategic development plans); tr. 7/127 (“understanding what [the businesses are]
trying to do ultimately to ensure mission success and then looking for opportunities,
whether they be acquisitions, divestitures, partnerships, teaming agreements, joint
ventures, IP licensing, to help execute that mission”); tr. 3/223 (Corporate Development
does full spectrum of A&D activities); tr. 7/128 (gap is distance between current
capabilities and customer requirements); tr. 3/249 (gaps are market based, technically
based and/or customer based); tr. 3/257 (strategic GAP analysis is assessment undertaken
principally by business unit, but it includes Corporate Strategy and Corporate
Development); tr. 3/259 (gap analysis includes pursuit of multiple avenues); tr. 3/273
(Corporate Development expected to drive the gap process); tr. 4/239, 269-70, 277-78,
299-300, tr. 7/100-01, 104-05 (all activities have an eye toward A&D, but there is a lot of
activity prior to the ultimate decision, including market analysis and gap analysis);
tr. 4/239, 262, 270, 277-78, 295, tr. 7/128-29, tr. 8/48-49 (gap analysis; methods to fill
gap); tr. 4/240, 242 (not uncommon that Corporate Development would change paths
along the way)).

76. Corporate Development made proposals for acquisitions or divestitures to the
Acquisition Council which, in 2007 and 2008, consisted of senior Raytheon leaders,
including the Chief Executive Officer, Chief Financial Officer, General Counsel and Vice
President of Corporate Development (tr. 3/227, 8/53-54). Raytheon declared its intentions
regarding potential acquisitions and divestitures through the Acquisition Council
(tr. 8/57). Corporate Development did not know which route Raytheon was going to
follow until after the Acquisition Council made its decision (tr. 3/261, 8/56).

Occasionally, even after an Acquisition Council decision, Raytheon would change course
based upon information developed during the acquisition or divestiture process (tr. 3/265,
4/297, 300-01).

Raytheon’s Guidelines and Policies Regarding Organization Costs

77. Raytheon’s FAR Part 31 Guidelines, as of August 31, 2004, Revision No. 2,
provided concerning Acquisition, Merger, Divestiture and Other “Organization” Costs:

Unallowable acquisition costs commence with the submission
of an indicative offer. Unallowable divestiture costs
commence when the decision to “go to market” with the
offering materials is made. Commencement of unallowable
merger costs should be discussed with business segment or
Corporate Counsel. These unallowable costs end at the
completion of the final balance sheet adjustment for the
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transaction. The unallowable cost categorizations are
applicable to both Business and Corporate personnel.

(R4, tab 106 at 2109, 2116)

78. Raytheon’s FAR Part 31 Guidelines further state that the following
Acquisition, Merger, Divestiture and Other “Organization” Costs are to be claimed:

A general review of other companies as part of marketing
strategy or strategic planning activities (e.g. economic planning)
including preliminary discussions and advice about the
advisability of [M&A] prior to identification of a specific
opportunity. This also includes technical review, review of
structure, facilities and modes of operation.

(R4, tab 106 at 2117)

79. Raytheon’s November 2, 2004 Company Policy No. 121-RP, “Mergers and
Acquisitions” (2004 M&A policy), “[e]stablishes the guidelines and responsibilities for
activities concerning [M&A]” (R4, tab 256 at  2.1). It provides that “[a]ll activities
concerning [M&A] by any Business, including opportunities presented by a third party,
must be coordinated with Corporate Development. ..” (Id. at § 5.1). It further states:

(Id. at 1 5.4)

Prior to receipt of Corporate approval to proceed with a
transaction, all communication by a Business with an
acquisition candidate concerning its interest in a transaction
must be coordinated with Corporate Development.
Communications with third parties, such as investment
bankers, venture capitalists or other financing sources, related
to an acquisition opportunity or transaction must also be
coordinated in advance with Corporate Development. . . .
Corporate Development is responsible for issuance and
execution of any engagement letter entered into with
investment bankers . . ..

80. The 2004 M&A policy also provides:

Relating to costs associated with [M&A], all Businesses must
establish and maintain adequate internal controls necessary to
ensure compliance with applicable [FAR] and [CAS] Board
rules and regulations. Organizational costs associated with
[M&A] are generally unallowable. Unallowable acquisition
costs commence with the submission of an indicative offer.
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These unallowable costs for [M&A] end at the completion of
the final balance sheet adjustment for the transaction.

(Id. at 1 5.7)

81. Effective December 23, 2004, Raytheon issued Company Policy No. 126-RP,
Divestitures (2004 Divestiture Policy) (R4, tab 257). The 2004 Divestiture Policy
contained similar provisions to those quoted above from the 2004 M&A policy (see id.
at 11 2.1, 5.1, 5.4), including that “[o]rganizational costs associated with divestitures are
generally unallowable” (id. at 1 5.7).

Corporate Development’s Time-Keeping Practices

82. Dr. Charles Mueller, “Director 111" of Corporate Development during the
relevant time periods (tr. 3/216), described Raytheon’s “bright line” rule, articulated
above. At the point, on the acquisition side, when Raytheon submitted a non-binding
indicative offer (NBIO), or on the divestiture side, when it made the decision to go to
market, the company switched from recording costs as allowable to recording them as
unallowable. (Tr. 3/227-28, 261-64) Even if Raytheon changed course after the
Acquisition Council’s initial decision about an NBIO or going to market, Corporate
Development employees continued to withdraw their time as unallowable because the
reconsideration “was after the bright line moment” (tr. 3/265).

83. In formulating its “bright line” rule Raytheon officials took into consideration
the economic planning, organization, and selling cost principles, FAR 31.205-12, -27,
and -38 (tr. 6/24-25).

84. Kathy Giovannini, a consulting budget analyst in the corporate A&S office,
with many years’ experience, collects Corporate Development’s time withdrawal
information (tr. 3/269-70, 6/337-39, 351). When the employees reported their time in
days, she converted each day to eight hours, which is “a normal work day for exempt
employees” at Raytheon (tr. 6/351). The time collecting process is similar to that
described above for Government Relations employees. The following are a few examples
of senior employee timekeeping.

85. At one point, Corporate Development employees submitted their unallowable
time, after the “bright line,” annually, but later changed to quarterly reporting.
Dr. Mueller relied upon his memory in submitting his time, past the “bright line,” to his
administrative assistant, who kept a calendar for his benefit. His time was not hard to
track because his projects were serial and he typically worked only one project at a time.
The work, particularly divestitures, was focused and demanding and could last many
months. He was a professional and worked significant hours, whatever it took to
accomplish the job. In 2007, Dr. Mueller withdrew 97% of his time as unallowable. In
2008, he withdrew 83%. (R4, tab 268 at 9682, tab 279, 284; app. supp. R4, tabs 79, 110;
tr. 3/230-33, 267, 269-70, 272, 277-78, 6/389, 391; see app. br. at 48, n.26)
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86. Thomas O’Rourke was a director of Corporate Development during the
relevant time period (tr. 4/236). As a professional, he worked the hours needed. They
varied from project to project and with the status of a project at a given point. (Tr. 4/279)
Mr. O’Rourke followed Raytheon’s “bright line” guidance in submitting his time
(tr. 4/283, 303). His office used calendars, notes and meeting information to submit their
time (tr. 4/293-94). For the time he submitted in 2007, he aggregated all the efforts
throughout the year by project, including source information, calendar invitations for
meetings, email correspondence, and handwritten notes. He recorded 226 days for
acquisition work in 2007, approximately 98-99% of his time, and no days for divestitures.
That was a very busy year for acquisitions, with about 23 projects submitted to the
Acquisition Council. In 2008, following the same documentation process, he recorded
about 65% of his time on acquisitions and none for divestitures. (App. supp. R4, tabs 80,
111; tr. 4/303-07, 315)

87. Yiannis Rexinis was a consulting financial analyst in Corporate
Development, starting in May 2007 and continuing throughout the relevant time period.
All of his activities were acquisition related; he never worked on divestitures. (Tr. 7/89,
125, 129-30) He understood and followed the “bright line” rule in recording his time
(e.g., tr. 7/130-32). In recording his time Mr. Rexinis used, e.g., Lotus Notes, a
calendar, email functions, notes and call logs (tr. 7/113). In 2007 he withdrew
approximately 76% of his time as unallowable and in 2008 he withdrew about 68%.

Mr. Rexinis recalled allowable activities in 2007-2008 as including his work on
Raytheon’s strategic dialog process. He stands by the accuracy of his time records. (R4,
tab 289; app. supp. R4, tab 81; tr.-7/135--40)

88. In tracking his time, Paul Bailey, Director of Corporate Development, follows
the “bright line” rule, which he was involved in formulating (R4, tab 105; tr. 8/46, 52-55,
57-58). Mr. Bailey’s time varies considerably. In 2007, he withdrew 59% of his time as
unallowable and in 2008, 64 % (app. supp. R4, tabs 77, 109; tr. 8/62-64). He does not
start collecting and submitting his time until the bright line has passed (tr. 8/70). On a
quarterly basis he checks his calendar, his project notebooks, his project files, documents
that were created, presentations, and Excel spreadsheets and calculates how much time he
spent after the NBIO and go to market dates (tr. 8/61, 87, 110).

89. The withdrawal percentages for the Corporate Development cost center’s six
employees, including non-salary costs and salary costs for support personnel, were 53.4%
in 2007 and 48.8% in 2008 (R4, tab 102 at 57-58 (response to interrogatory No. 20),
tab 302 (unallowable cost percentages derived from percentage of allowable costs)).

90. InJuly 2012, a DCAA auditor asked Raytheon’s Mr. Vilandre for the 2007
calendars of three Raytheon employees, acknowledging that, “I know this may be a far
stretch (as this is about five years ago)” (R4, tab 298 at 147553). Mr. Vilandre responded
to another DCAA auditor, with a copy to the requesting auditor and to Raytheon’s
Mr. Panetta:
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| am not clear as to why at this point DCAA is asking for this
information. For example, Raytheon withdrew the cost
associated with 1,880 hours of Thomas O’Rourke’s cost for
[A&D] activity in 2007. According to the view that DCAA
has taken with regard to lobbying activities, that is essentially
all of the time that an average employee would normally work
during the year, considering holidays and paid time off.
Further, DCAA has indicated to me on more than one occasion
that it intends to question the entire claimed cost in cost center
90043, in which Mr. O’Rourke resides. So why would it be
necessary to review his calendar?

[Explanation of withdrawals for the other two Raytheon
employees]

Finally, as a practical matter, | would not expect employees to
retain their calendars for five years. | know I no longer have
my own 2007 calendar. We have provided DCAA with the
documentation we received from the corporate functions to
support the withdrawn costs, and DCAA has interviewed these
employees. | am unclear on the benefit of requesting these
employees to search for and produce these calendars. What
are your thoughts?

(R4, tab 298 at 147552) As referred to above, Mr. Panetta added: “employee calendars
are not ‘records’ as would be defined in the FAR. They are not in any way used to
support our claimed costs” (R4, tab 298 at 147551).

Corporate Audit Report for 2007, COFDs and Appeals

91. The Corporate Audit report for 2007, dated October 15, 2013, questioned
$903,817 of Corporate Development’s costs, citing FAR 31.201-2, DETERMINING
ALLOWABILITY (MAY 2004), and 31.205-27, ORGANIZATION COSTS (APR 1988).
Except for several adjustments for cost categories subject to different audits, DCAA
alleged that all costs within Corporate Development cost center 90043 were expressly
unallowable. This was a significant departure from prior years’ audits. After other
adjustments for alleged calculation errors for related costs outside Corporate
Development’s cost center, the questioned amount was $862,010, said by DCAA to be
subject to a “level one” penalty. (App. supp. R4, tab 208 at 3194-99, tab 331 at 5224-25;
AUPFF 11 131-132)

92. Raytheon submitted to DCMA an “initial response,” dated November 22,
2013, to the Corporate Audit Report for 2007, addressing all disputed issues, including
Corporate Development A&D issues (app. supp. R4, tab 217). Incurred cost negotiations
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followed in the spring of 2014 (see app. supp. R4, tab 266; tr. 8/11). A DCMA price cost
analyst, who assisted in the negotiations (tr. 8/11, 113-15), recorded a potential settlement
in the following email to DCAA:

After reviewing the additional documentation Raytheon
provided, showing all different phases and activities of the
Corporate Development employees, a portion of the cost seem
[sic] to be economic planning. The phases which we deem to
be economic planning are the stages where Raytheon has yet
to identify a target to acquire or divest. In order to amicably
resolve this matter we have agreed to split the cost, not to
include the credit of $82,153. In addition we are putting
together a partial settlement, A&D will be included in it, that
states this is not precedent setting.

(App. supp. R4, tab 265 at 4185) DCMA had misunderstood that Raytheon had agreed to
accept a 50-50 split of the disputed A&D costs and the parties did not settle this issue
(app. supp. R4, tab 353 at 5890-91; tr. 7/293-94, 8/23, 129-30).

93. The June 20, 2014 Corporate COFD for 2007, the June 20, 2014 CAS 405
COFD for 2007, and the ensuing appeals are described above (findings 5-6). The former
COFD adopted the findings in the Corporate Audit Report for 2007, except for the
$862,010 recommended amount to be recovered by the government, and concluded that
$307,776 in what the parties agree are Corporate Development salary costs were expressly
unallowable and subject to penalty and it denied Raytheon’s request for a penalty waiver
(app. supp. R4, tab 208 at 3194-95, tab 279 at 4558, 4566; AUPFF  144). The latter
COFD declared that the submission of those costs violated CAS 405 (app. supp. R4,
tab 281; AUPFF | 144).

94. The $307,776 demanded in the Corporate COFD had the effect of reducing
DCAA’s $862,010 recommended recovery by $554,234 (app. supp. R4, tab 285
at 4630-31). There was no difference between these costs and those penalized as
expressly unallowable (tr. 8/33). At the hearing the CACO attributed the reduced
demand to a mistake. He testified that he had not been involved in the negotiations but
had understood that there had been a settlement. (Tr. 7/282-87) However, his COFD
states that “[t]he undersigned conducted joint fact-finding with Raytheon and
determined that of the amount questioned by DCAA [$862,010], this amount [$307,776]
constituted unallowable organization costs” (app. supp. R4, tab 281 at 4580). Prior to
the hearing, the government purported to increase its claim back to the $862,010
questioned by DCAA (gov’t br. at 12, n.4).
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organization costs under FAR 31.205-27 (tr. 6/ 218-19). Raytheon viewed activities in
the A&D cycles prior to the “bright line” to be allowable economic planning and market
planning costs whereas DCAA deemed them to be directly associated with unallowable
costs per FAR 31.201-6 (tr. 6/221; ex. A-15 at 1/8). However, Mr. Vegelante stated that
DCAA did not question those costs on the ground that they were “directly associated”
with unallowable costs but because the activities were themselves unallowable

(tr. 6/222).

100. The 2008 Corporate Audit Report, dated December 19, 2014, questioned all
salary costs from Corporate Development’s cost center, amounting to $831,707, as
expressly unallowable under FAR 31.205-27, 31.201-6 and 31.201-2. It concluded that a
level one penalty applied. (App. supp. R4, tab 331 at 5219-20; UAPFF 1 136)

101. The June 22, 2015 Corporate COFD for 2008, and the ensuing appeals are
described above (findings 7, 9). The former COFD adopted DCAA’s recommendations,
found all $831,797 in Corporate Development employee salary costs claimed by Raytheon
to be expressly unallowable and subject to penalty, and denied Raytheon’s waiver request
(app. supp. R4, tab 364 at 5954, 5957, 5961; UAPFF 1 148). The latter COFD declared
that the submission of those costs violated CAS 405 (app. supp. R4, tab 365; UAPFF
148).

DISCUSSION OF CORPORATE DEVELOPMENT COSTS

I. The Parties’ Contentions

A. The Government’s Contentions

DCMA contends that Raytheon violated FAR 31.205-27, ORGANIZATIONAL
COSTS (APR 1988), by charging the government for expressly unallowable A&D labor
and salary costs such that the government is entitled to penalties, interest and CAS 405
damages. The government seeks, through the dates of the applicable COFDs,
$1,601,141.20 for 2007 and $1,380,549.72 for 2008. (Gov’t br. at 86)

DCMA first asserts that Raytheon’s published policies confirm that it recognizes
that its A&D costs are expressly unallowable organizational costs under FAR 31.205-27.
Secondly, DCMA alleges that Raytheon failed to support its A&D cost withdrawals from
its incurred cost submissions. DCMA also disputes the accuracy of Raytheon’s time
sheets, characterizing them as general approximations of the time worked after the “bright
lines” (submission of indicative offer/decision to go to market) had been crossed,
sometimes recorded up to a year after the work had occurred. DCMA asserts “that
Raytheon has violated its responsibilities under FAR 31.201-2(d)” (gov’t br. at 89), which
requires a contractor to maintain records, including supporting documentation, adequate to
demonstrate that claimed costs have been incurred and that they comply with applicable
cost principles.
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DCMA also alleges that Raytheon’s calculation of its unallowable A&D costs is
based upon a “deeply distorted reading of FAR 31.205-27” and “fundamentally wrong
‘bright line’ rules” (gov’t br. at 89 (emphasis in original omitted). DCMA contends that
“Corporate Development plans for [A&D],” not for long-term strategy; and it “does not
perform any meaningful long-term economic planning under FAR 31.205-12,” nor
“long-range market planning under FAR 31.205-38(b)(4)” (gov’t br. at 94, 96). DCMA
asserts that Raytheon’s application of its “bright line” rules is contrary to Raytheon | and
Dynalectron Corp., ASBCA No. 20240, 77-2 BCA 1 12,835. It contends that those
decisions stood for the proposition that, with respect to the disallowance of organization
costs, FAR 31.205-27 (formerly Armed Services Procurement Regulation (ASPR)
15-205.23, as discussed in Dynalectron) did not distinguish between costs associated with
unconsummated acquisitions and those associated with consummated acquisitions.
Rather, the FAR stricture applied to all activities associated with the “planning” of
acquisitions or divestitures. (Gov’t br. at 93)

DCMA further contends that Raytheon made several mistakes in its withdrawal of
expressly unallowable A&D costs and that contemporaneous records demonstrate that
Corporate Development performs significant amounts of unrecorded expressly
unallowable activities.

B. Raytheon’s Contentions

Raytheon responds that DCMA has not met its burden to prove that Raytheon’s
Corporate Development costs are unallowable, expressly unallowable or subject to
penalties. Raytheon asserts that its “bright line” rules accurately reflect the relationship
among FAR 31.205-12, -27 and -38(b)(4), in accordance with Raytheon I, and it posits
that all “planning” is not unallowable, pointing to allowable economic or market planning
(app. br. at 154-55). Raytheon also alleges that DCMA misreads Dynalectron, Raytheon
I, and Raytheon’s policies and procedures. Raytheon represents that, if it changed paths
after a “bright line” was crossed, it “appropriately withdrew those post-threshold costs as
unallowable, unconsummated organizational activities” (app. br. at 156). Raytheon also
disclaims that it made the mistakes in its cost withdrawal process cited by DCMA.

Regarding damages, Raytheon asserts that DCMA has not presented any specific
evidence of quantum damages. The contractor also contends that, due to judicial
admission and lack of jurisdiction, the Board cannot consider DCMA’s post-2007
Corporate COFD claim that 100% of Corporate Development’s 2007 costs are expressly
unallowable. The COFD had claimed that about 35% of those costs, or $307,776, were
expressly unallowable and had reinstated 65% as allowable. However, close to the
hearing, DCMA increased its claim by 189%, to $862,010, which was all of cost center
90043’s costs (see findings 91, 94). Raytheon contends that this increase is barred by the
doctrine of judicial admission, because DCMA admitted in its Answer to the Complaint
that only $307,776 was in dispute. Raytheon also contends that the greatly increased
claim was, in fact, a new claim, not covered by any COFD, resulting in the alleged
jurisdictional impediment.
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Raytheon summarizes that the disputed Corporate Development costs are allowable
and, even if they are not, they are not expressly unallowable and subject to penalties.
Moreover, even if they were subject to penalties, DCMA has not met its burden to prove
the amount of the penalties. It also it has not met its burden to prove that Raytheon
violated CAS 405 regarding the Corporate Development costs.

I. DCMA Has Not Met Its Burden To Prove That The Disputed Corporate
Development Costs Are Unallowable Organization Costs And Thus Has Also
Not Met Its Burden To Prove That Raytheon Violated CAS 405 Regarding
Those Costs.

First, DCMA’s claim that Raytheon’s published policies confirm that it recognizes
that its A&D costs are expressly unallowable organizational costs under FAR 31.205-27,
Is groundless, as evidenced by this litigation. Secondly, DCMA has not challenged the
reasonableness or allocability of the corporate development costs in question.

In fact, the government acknowledges that the key issue is whether the disputed
corporate development costs are unallowable organization costs under FAR 31.205-27 or
allowable economic or market planning costs under FAR 31.205-12. Raytheon views
activities prior to crossing the “bright lines” to generate allowable costs whereas the
government deems them to be unallowable.

Contrary to DCMA'’s stance, Raytheon’s “bright line” practice does not run afoul
of Dynalectron or Raytheon I. Dynalectron, which focused upon a regulatory change
concerning the costs of unconsummated acquisitions, did not address the interplay among
the regulations that are now FAR 31.205-27, FAR 31.205-12 and FAR 31.205-38. In
Raytheon I, in deciding that the costs at issue were allowable economic and market
planning costs and not expressly unallowable organization costs subject to penalty, the
Board reasoned:

Under FAR 31.205-12 costs of “generalized long-range
management planning that is concerned with the future overall
development of the contractor’s business” are allowable but
the regulation excludes organization and reorganization costs
covered by FAR 31.205-27 . ... FAR 31.205-38 states that
market planning involves market research and analysis and
generalized management planning concerned with the
contractor’s business development; the allowability of
long-range market planning costs is controlled by FAR
31.205-12; and other market planning costs are allowable to
the extent that they are reasonable and not in excess of certain
limitations . . .. FAR 31.205-27 provides in relevant part that
“expenditures in connection with” planning “the organization
or reorganization” of a business’ corporate structure,
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“including mergers and acquisitions,” are unallowable . . . .
The regulation does not clearly limit its coverage to costs of
targeting a specific merger or acquisition. Although it
mentions “the” organization or reorganization of a business, in
the singular, it also refers to costs in connection with mergers
and acquisitions broadly, in the plural, not to “a” merger and
acquisition.

Thus, the distinction between allowable economic planning
costs under FAR 31.205-12 and unallowable organization
costs under FAR 31.205-27 is unclear. The regulations
themselves do not draw a defined line between the two.
However, reading the regulations together, including with
FAR 31.205-38, the intent appears to be that costs in
connection with actually planning the organization or
reorganization of a business, such as by a specific merger or
acquisition, are unallowable whereas generalized long-range
management planning costs are allowable. A learned treatise,
in discussing the interplay between organization costs under
FAR 31.205-27 and economic planning costs under

FAR 31.205-12, supports this analysis:

[C]are should be taken to distinguish between the costs
of planning an organizational change, the costs of
which are unallowable, and the costs of generalized
long range planning. Under FAR 31.205-12,
Economic Planning Costs, the costs of surveying
various business opportunities, making demographic
and economic studies, and evaluating potential markets
or firms for mergers or acquisitions would be
allowable. Conversely, once a target has been
identified, the costs of planning or executing
organizational changes would be unallowable.

(Ex. A-21 (John Cibinic, Jr. & Ralph C. Nash Jr., Cost-
Reimbursement Contracting at 943 (3d ed. 2004))

Raytheon I, 17-1 BCA 36,724 at 178,852,

In sum, Raytheon’s “bright-line” policy represents a reasonable reading of the
FAR provisions governing organization, economic planning, market planning and selling
costs and, applying the General Dynamics standard, it was not unreasonable for Raytheon
to treat the costs at issue as allowable. Moreover, although Raytheon and the government
would benefit from Raytheon’s application of more uniform, timely and descriptive
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(3) Other costs in connection with the filing and
prosecution of a United States patent application
where title or royalty-free license is to be conveyed to
the Government.

(b) General counseling services relating to patent matters,
such as advice on patent laws, regulations, clauses, and
employee agreements, are allowable (but see 31.205-33).

(c) Other than those for general counseling services, patent
costs not required by the contract are unallowable. (See

also 31.205-37. [Royalties and other costs for use of
patents])

(Emphasis added)

103. The parties agree that the costs at issue are not “general counseling services”
as set forth in FAR 31.205-30(b) (GPFF  256; app. br. at 128).

104. Raytheon’s Policy on “Intellectual Property” was reissued effective
January 2, 1990 (1990 IP Policy) (R4, tab 353 at 9477). It remained in effect until
July 26, 2013, when it was superseded (R4, tab 366 at § 1.1; tr. 3/100; GUPFF { 259).

105. The 1990 IP Policy provided in part:

1. PURPOSE

The intellectual property of the Company requires certain
controls and documentation to:

1.1 Protect such intellectual property from disclosure and/or
use that is not in the best interest of the Company.

5. DEFINITIONS

5.2 Invention Disclosure -- A complete written description of
the invention. The information to be provided is spelled
out on the face of the Record of Invention, Form 10-
5876, and the written description together with the
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Record of Invention form is essential to constitute a
complete Invention Disclosure.

(R4, tab 353 at 9477-78)

106. The 1990 IP Policy’s Exhibit A, “Types of Intellectual Property,” stated that
“Raytheon’s research and development programs should result in a flow of invention
disclosures to the Patent Counsel” (R4, tab 353, 8 2.2 at 9480) and that “[a] patent is the
principal mechanism for protecting rights in an invention or discovery” (R4, tab 353,

§ 3.1 at 9481).

107. Effective September 3, 2004, Raytheon issued “Invention Disclosure” Policy
No. 13-RP (2004 Invention Disclosure policy), which was in effect in 2007 and remained
in effect until June 9, 2009. (R4, tabs 354, 363; tr. 9/15; see GUPFF § 263) The policy’s
“Purpose” was:

1.1 To document the Company policy with respect to
inventions and software improvements and to provide
incentives for the creation of certain intellectual property
rights in the form of technical inventions which may or
may not be patentable or which may qualify for
protection as a trade secret.

2.2 To assure that a subject invention is reported as required
and defined by a Government contract.

2.3 To stimulate continued growth by providing recognition
of employees who conceive significant technological
advances.

(R4, tab 354 at 9463)

108. Section 4.2 of the 2004 Invention Disclosure Policy defines a “subject
invention” as “[a]n invention first conceived or reduced to practice in the course
of or under a U.S. Government contract, and under which the Government has
certain rights. The rights usually take the form of a non-exclusive royalty-free
license to use the invention for Government purposes.” (R4, tab 354 at 9463)

109. Under the 2004 Invention Disclosure policy, when a “new invention” is
conceived, RMS engineers must prepare an invention disclosure report, which in 2007
was submitted through Raytheon’s Intellectual Property Center’s (RIPC) website
(tr. 9/12-14; see tr. 9/37-38).

110. Invention Disclosures are submitted on Raytheon Form 10-5876 (R4, tab 353
15.2 at 9478; app. supp. R4, tab 33 4.3 at 253-54, tab 390). There is no separate patent
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disclosure form (tr. 9/88). Form 10-5876 requires the inventor to describe the invention
technically and to explain how it is new (app. supp. R4, tab 389; tr. 9/29-30). It also
requires identification of the labor charge code applicable to the time the inventor spent
conceiving of or reducing the invention to practice. If the invention was discovered
separately from government contract work, the inventor must identify the charge code for
the company-funded program or overhead. If the work was performed under a
government contract, the invention disclosure reports the contract number and the
applicable FAR and Defense Federal Acquisition Regulation Supplement (DFARS) patent
rights clauses. (App. supp. R4, tab 85 at 1300, tab 86 at 1325, 1331, tab 87 at 1342, 1346;
tr. 9/48-49, 53-56, 59-60; APFF { 242)

111. According to the 2004 Invention Disclosure Policy, new Invention
Disclosures were to be submitted to the “Patent Evaluation Committees,” which had the
“primary function of evaluating inventions” (R4, tab 354 § 5.4; see also § 4.4 (“Patent
Evaluation Committee — A decision-making body . .. which, as a primary function,
reviews and evaluates the technical and economic (business) merits of an invention and
determines whether patent, trade secret or other types of protection or courses of action
should be pursued;” GUPFF § 264) RMS did not have a Patent Evaluation Committee.
For all relevant times, the Business Unit Invention Review Committee (BUIRC) assumed
those responsibilities. (R4, tab 354 § 7.6; tr. 9/20, 89-90; GUPFF { 265)

112. The 2004 Invention Disclosure Policy was not limited to patents but applied
to all intellectual property (tr. 9/15-16). Under that policy, Raytheon issued “Invention
Disclosure Instructions” and an “Invention Disclosure Questionnaire And Detailed
Description” (R4, tabs 355-56). The instructions called for the employee/inventor to “fill
in the Business, Business Unit, and Site to which the invention pertains” stating that
“[t]his will allow [Raytheon Corporate’s Intellectual Process & Licensing Office (IP&L)]
to determine which Intellectual Property Attorney, Patent Engineer, and Patent Evaluation
Committee will process the disclosure” (R4, tab 355 at 1092).

113. The questionnaire provided that the inventor was to prepare the Invention
Disclosure Form and to send one copy to the Regional Patent Engineer. After review,
comments and signatures, including by the manager of the program office or business area
“most likely to benefit from protection (via patent or trade secret)” of the invention, the
executed copy of the disclosure form was also to be sent to the Regional Patent Engineer.
(R4, tab 356 at 1095)

114. Sherry Botos is RMS’ “Patent Engineer” (tr. 9/15). Among her primary
responsibilities is to “[f]acilitate the preparation, submission and critical review of
invention disclosures” (R4, tab 361 at 265969-70; tr. 9/74). She helps inventors get
through RMS’ invention review committee, which reviews invention disclosures for all
types of intellectual property protection (tr. 9/15-16, 77).

115. During the relevant period, the inventor’s manager and the Program
Management Office reviewed the invention disclosure. The initial reviews primarily
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assessed whether it was technically feasible to protect the specific invention. If approved,
the invention disclosure was submitted to the Patent Engineer and docketed in the internal
Raytheon Intellectual Property Docketing tool (RIPD) to track key dates and actions. The
BUIRC then evaluated the technical and economic merits of the invention disclosure to
determine whether Raytheon should file for a patent or treat the intellectual property as a
trade secret, innovation award, or a different type of intellectual property. If the BUIRC
decided not to seek a patent, the invention was not disclosed to the public and remained
confidential. If the BUIRC decided to seek a patent, the invention disclosure was “rated
to file” (tr. 9/93) and submitted to IP&L. It was at this decision point that RMS deemed
the associated costs to be patent costs. IP&L reviewed the invention disclosure and
submitted it to Raytheon’s external legal counsel, who prepared and submitted a patent
application to the United States Patent and Trademark Office (PTO). In 2010, the RIPC
and RIPD were consolidated and invention disclosures were submitted through an “IP
Track” tool, which can run automated reports of data from prior years and was used by
Raytheon at the hearing, without objection, to reflect 2007 data. (App. supp. R4, tab 373;
tr. 9/12-14, 18-22, 24-25, 28, 91-93)

116. RMS does not consider the costs to discover new inventions, of preparing and
submitting invention disclosures, of a manager’s review of invention disclosure forms, or
of BUIRC’s review to be patent costs (tr. 9/14, 17-19, 24, 76, 86). Regarding the BUIRC
in particular, Raytheon does not consider its review and other costs to be patent costs
because “there’s no patent at that stage” (tr. 9/24). The rationale is that, at the time an
invention disclosure is being prepared and reviewed, RMS does not know whether a
patentable invention is involved (tr. 9/82-83).

117. Prior to a decision to seek a patent for an invention, the labor costs for the
preparation and internal review, including by BUIRC, of invention disclosures are
collected in RMS’ engineering labor overhead pool. RMS considers them to be allowable
labor costs, even if the invention is ultimately deemed to be patentable. The costs are built
into RMS” indirect cost rates and charged to the government. (App. br. at 130 (resp. to
GPFF 1 269); tr. 9/82-83, 86)

118. RMS considers the costs of filing a patent application and prosecuting the
patent to be patent costs. It segregates the patent costs as allowable, if they pertain to
“subject inventions” or, if not, the costs are deemed to be unallowable. (Tr. 9/25-26)

119. In 2007, 149 invention disclosures were prepared and submitted internally by
RMS engineers. BUIRC ultimately approved 110 of these invention disclosures as
“patent worthy” and patent applications were filed with the PTO. Of the 149 invention
disclosures, 26 were “subject inventions.” (App. supp. R4, tab 373; tr. 9/37-38, 85-86;
app. br. at 128, 130-31 (unrebutted resp. to GPFF {1 256, 271 (undisputed portion)))

120. DCMA contends that “if and when a patent is pursued, the invention
disclosure itself is literally submitted as part of the application,” citing Rule 4, tabs 354-56
(gov’t br. at 105-06; GPFF § 268). The Board did not locate support for the contention in
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the cited documents. Raytheon has not denied it but it responds that “there is no
evidentiary support” for it (app. br. at 130 (addressing GPFF { 268)). Thus, this matter
remains unclear.

121. DCAA noted in its March 18, 2014 RMS Audit Report for 2007, regarding
patent costs, that it considered “all effort incurred by RMS employees to prepare, review,
and approve/disapprove invention disclosures for patent applications to be patent costs”
subject to the strictures of FAR 31.205-30 (app. supp. R4, tab 260 at 4042) (emphasis
added). Therefore, all such efforts not specifically required by a government contract
were expressly unallowable costs. DCAA described RMS’ position as: “the costs
incurred to prepare, review, and submit an [i]nvention [d]isclosure, which may or may not
result in a patent filing, [are] allowable and allocable indirect expenses claimed as part of
the engineering overhead pool” (id.). RMS’ Senior Manager of Government Accounting,
Ms. Garcia, confirmed that this was RMS’ stance (tr. 2/274).

122. DCAA based its cost evaluation upon information RMS provided
(tr. 3/90-92). DCAA reported that, in response to its request for documentation of actual
labor costs and directly associated costs incurred for invention disclosure and patent
efforts, RMS advised that the costs were not segregated. It provided estimates, upon
which DCAA based its questioned amount of $96,701 in “engineering labor costs claimed
in the engineering overhead pool for RMS patent activities not required by contract.”
DCAA speculated that the actual costs incurred could be “substantially more.” (App.
supp. R4, tab 260 at 4043) (emphasis added) DCAA concluded that RMS had violated
CAS 405 by failing to identify adequately and exclude the expressly unallowable patent
Costs.

123. RMS responded that DCAA had misinterpreted its invention disclosure
practice and that its Record of Invention form, as described in its 1990 IP Policy
concerning invention disclosures, was used to document and catalog an invention
regardless of whether it was subsequently submitted for patent approval or protected as
intellectual property in some other manner. RMS asserted that DCAA had questioned
costs based upon terminology identifying a general procedure and that those costs were
allowable business expenses unrelated to patent filings. DCAA replied that, unlike RMS’
practice, FAR 31.205-30 did not exclude costs of invention disclosures not submitted for
patent approval, or protected as intellectual property in some other way, from its
unallowable cost restrictions. (App. supp. R4, tab 260 at 4044)

124. DCAA changed its position from the time the audit of RMS’ 2007 costs
began at the end of 2008 until the audit concluded, after a long hiatus, in or about
December 2013, with the audit report issuing in March 2014 (app. supp. R4, tab 260;
tr. 3/16-17; see APFF {1 249-50). Due to a lack of employee recall and of specific time
recording requirements, the auditors initially found “insufficient audit evidence upon
which [to] question any related labor costs” (app. supp. R4, tab 180 at 2698).
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125. The DACO’s June 12, 2014 RMS Penalties COFD for 2007 was based in
large part upon DCAA’s RMS Audit Report for 2007. He cited $96,701 in “engineering
labor overhead costs,” i.e. “costs to prepare, review, and approve/disapprove invention
disclosures for patent applications” as expressly unallowable under FAR 31.205-30 and
subject to a level one penalty (app. supp. R4, tab 276 at 4536) (emphasis added). He
stated that the costs were incurred in connection with invention disclosures for patent
applications, not due to a contract requirement, and that, contrary to RMS’ contention,
FAR 31.205-30 did not base cost allowability on whether the costs lead to a patent filing
(id.). DCMA withheld the questioned engineering labor overhead costs (tr. 3/28-30).

126. DCMA based its calculation of disallowed costs upon information provided
by RMS, which did not provide documentation pertaining to invention disclosures related
to government contract requirements until shortly before the DACO issued his final
decision. By that time he had statute of limitations concerns and apparently did not
consider the documentation. (Tr. 4/195)

127. Raytheon states that DCAA auditors who examined alleged patent-related
activities at another Raytheon business segment, known as Intelligence and Information
Systems (11S), did not question the inventors’ labor costs because they determined they
were not patent expenses and the inventors charged their time spent on inventions to
Independent Research and Development. DCAA also did not question the labor costs for
1S’ invention review committee members’ time because their time spent on meetings was
charged to overhead, not patent expense. (App. supp. R4, tab 187 at 2792-94; see APFF
1248) DCMA does not dispute that the I1S review occurred but alleges that there is a lack
of evidence concerning what was “clearly a superficial review” by DCAA of IIS’ patent
costs, which, in any case, are not at issue here and are irrelevant (gov’t reply at 50-51,
citing APFF 11 247-51).

128. The government alleges that “RMS Has Acknowledged That Such
Patent/Invention Disclosure Costs Are Expressly Unallowable” (gov’t br. at 106). DCMA
contends that a DCAA audit covering FY 2006 examined the same type of
patent/invention disclosure costs at issue here, used the same methodology, and
determined that they were expressly unallowable. The 2007 audit report states that:
“Using the contractor’s estimates, we calculated the number of disclosures not related to
Government contracts, an estimate of the number of hours required to create and file the
disclosures, and the number of hours required to administer the BUIRC” (app. supp. R4,
tab 260 at 4042). However, contemporaneously, the contractor expressed its disagreement
with DCAA and the CACO’s final decision assessing a penalty. It asserted that DCAA
had “incorrectly conflated the preparation of invention disclosures with the preparation of
patent applications” (app. br. at 131, discussing GPFF  272), but it did not appeal the
decision and paid the invention disclosure costs at issue. (R4, tab 362 at 112290-93,
tab 364 at 2, tab 365; tr. 3/25-26, 28-29, 92-93, 95-96) Raytheon states that it paid the
costs not because it acknowledged that they were unallowable but “in order to facilitate
negotiations, and settle costs in avoidance of litigation” (tr. 3/29; see app. br. at 131,
discussing GPFF { 272).
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129. Raytheon disagrees that DCAA used the same methodology in 2006 and 2007
to calculate RMS’ allegedly unallowable patent costs. Raytheon states, and the record
supports, that, for 2006, DCAA segregated the disclosures required by government
contracts from its calculation of unallowable patent costs (R4, tab 362 at 112291-92; app.
br. at 131). Raytheon contends that, although the RMS Audit Report for FY 2007 states
that the auditors calculated the number of disclosures not related to government contracts,
an audit work paper contradicts this. It lists all 149 invention disclosures submitted on
RMS’ invention disclosure forms, without reduction for work performed pursuant to a
government contract. (See app. supp. R4, tab 373; tr. 9/37-38) DCMA replies that
Raytheon has not confirmed that any of the disputed costs were incurred as requirements
of a government contract (gov’t reply at 67, addressing GPFF {1 256, 272)

130. DCMA also cites to deposition and hearing testimony by Ms. Garcia
allegedly admitting that FAR 31.205-30 means that invention disclosure costs not required
by a government contract are expressly unallowable (tr. 2/284-87). Raytheon replies that
the government relies upon excerpts of testimony taken out of context and ignores that the
balance of Ms. Garcia’s testimony, which was that the costs at issue are allowable. She
also distinguished RMS’ view of patent costs and DCMA’s position. (App. br. at 131-32,
addressing GPFF { 273 and citing tr. 2/270, 273-75, 286, 3/22) Ms. Garcia’s testimony is
not entirely clear, but we find no admission by her that the invention disclosure costs at
issue are unallowable. In any case, the interpretation of FAR 31.205-30 is the province of
the Board.

131. Based upon the foregoing, it appears, but is unclear, that the $96,701
disallowed amount includes costs for, or related to, invention disclosures, including
managers’ and BUIRC’s reviews (see tr. 3/91), with regard to which RMS ultimately
sought patents, and invention disclosures and related costs for which it did not seek
patents.

132. The Board docketed Raytheon’s and RMS’ appeal from the penalties COFD
as ASBCA No. 59438.

DISCUSSION OF ENGINEERING LABOR OVERHEAD/PATENT COSTS

I. The Parties’ Contentions

A. The Government’s Contentions

DCMA principally asserts that FAR 31.205-30(a) and (c) expressly make all patent
costs unallowable except for general counseling services and costs incurred as
requirements of a government contract (gov’t br. at 107). DCMA contends that the FAR
expressly defines unallowable “[p]atent costs” to include the “[c]osts of preparing
invention disclosures, reports, and other documents.” (Id. (emphasis in original omitted))
Therefore, according to DCMA, it is absolutely clear that the costs of preparing invention
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disclosures that are not a government contract requirement are expressly unallowable.
DCMA claims that the FAR specifically defines “preparation” of “invention disclosures”
“as an initial but essential step in the [p]atent application process (whether or not a patent
is ultimately submitted, rejected, or obtained)” (id.). At the hearing government counsel
stated that “the FAR specifically names that certain patent costs are unallowable”

(tr. 2/278).

DCMA asserts that RMS’ costs to prepare and review invention disclosure forms
“associated with its patent application process” that were not specifically required by a
government contract are expressly unallowable and subject to penalties that the DACO
was not required to waive (gov’t br. at 110). DCMA further contends that Raytheon’s
own invention disclosure policies, and its past payment of penalties regarding invention
disclosure costs, reflect the legitimacy of DCMA’s position.

B. Raytheon’s Contentions

Raytheon responds that the threshold issue is whether FAR 31.205-30 “is specific
to costs for patents, or whether it applies to a broader category of costs relating to
inventions and intellectual property generally” (app. br. at 187). Raytheon advocates the
former interpretation, based upon the FAR’s “plain meaning” (id.) and asserts that
DCMA'’s interpretation is unreasonably broad.

Raytheon alleges that DCMA “cannot show that the preparation, review, and
evaluation of Form 10-5876 and new inventions are patent costs,” stating that RMS’
invention disclosures were prepared for all types of inventions whether or not they were
patentable; many times they were not patented; and, “in all cases, the activities occurred
before RMS decided whether or not it would seek a patent on the invention” (app. br.
at 189). Raytheon posits that the fact that a preliminary activity might in the future result
in unallowable costs is not dispositive, citing Raytheon | at 178,851 regarding a mergers
and acquisitions (M&A) database. Raytheon adds that, even if it went through its patent
submission review process and applied for a patent, if it did not receive one, there was no
patent and thus no unallowable patent costs under FAR 31.205-30.

Raytheon continues that the only reasonable interpretation of FAR 31.205-30(a)(1)
Is that it refers to those disclosures required by government contracts, “i.e. the requirement
to disclose subject inventions to the [CO] set forth in the FAR and DFARS patent rights
clauses . ..” (app. br. at 190) (citations to DFARS omitted). Raytheon contends that, at a
minimum, even under the government’s FAR interpretation, a portion of the disallowed
costs are allowable, i.e., the costs of 26 disclosures, including BUIRC review, because
they were required by government contracts.

Raytheon further contends that, if the Board determines that any of RMS’ 2007
engineering costs for preparation of invention disclosures and evaluation of inventions are
unallowable, the government nonetheless has not met its burden to prove that they are
expressly unallowable under FAR 31.205-30 and subject to penalties. Raytheon alleges
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that the FAR does not “specifically name and state” that the costs of the activities at issue
are unallowable, citing Raytheon I at 176,050, and even if it did, DCMA has not
established that it was unreasonable under all of the circumstances for RMS to believe the
costs were allowable. (App. br. at 190-91) Raytheon contends that RMS reasonably
believed the costs were not covered by FAR 31.205-30 because they related to activities
prior to any determination to seek a patent. Often no patent was sought. Raytheon alleges
that, given the regulation’s “gray area,” RMS reasonably drew an “unallowable” line
regarding non-subject contracts at the point the BUIRC determined that a patent
application should be filed. (App. br. at 192) Raytheon notes that DCAA considered the
same sort of costs to be allowable in its audit of 11S and initially in auditing the costs at
issue. Therefore, the costs cannot be expressly unallowable. At worst, there is a
reasonable difference of opinion.

Alternatively, Raytheon alleges that, should the Board determine that the costs were
expressly unallowable, the DACO was required to waive penalties and his determination
not to do so was arbitrary and capricious and in contravention of FAR 42.709-5(c)(1)-(2)
(app. br. at 193).

Il. FAR 31.205-30

DCAA considered “all effort incurred by RMS employees to prepare, review, and
approve/disapprove invention disclosures for patent applications to be patent costs”
subject to FAR 31.205-30 (finding 121) (emphasis added). DCAA based its questioned
amount of $96,701 in “engineering labor costs claimed in the engineering overhead pool
for RMS patent activities not required by contract” (finding 122) (emphasis added).
Following suit, the DACQO’s June 12, 2014 RMS Penalties COFD for 2007 cited
“engineering labor overhead costs,” i.e. “costs to prepare, review, and approve/disapprove
invention disclosures for patent applications” as expressly unallowable under
FAR 31.205-30 (finding 125) (emphasis added).

DCMA based its calculation of disallowed costs upon information provided by
RMS, which did not provide documentation pertaining to invention disclosures related to
government contract requirements until shortly before the DACO issued his final decision.
By that time he had statute of limitations concerns and apparently did not consider the
documentation. (Findings 122, 126)

Raytheon contends that DCAA did not limit its disallowances to patent costs that
were not required by a government contract, but rather excluded all of RMS’ invention
disclosure and review costs, even if they were incurred pursuant to a government contract
requirement or no patents were involved. The crux of appellant’s argument is that the
disallowed costs were not for patent activities or patent applications but were general
engineering_and overhead costs of invention disclosures and review that might or might
not result in patent applications. When there ultimately was no decision to pursue a
patent, there were no patent costs. (Findings 115-118)
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Both parties misconstrue FAR 31.205-30. Paragraph (a) provides that certain
“patent costs” are “allowable to the extent that they are incurred as requirements of a
Government contract.” Subparagraph (a)(1) lists the costs of “preparing invention
disclosures” as among the allowable “patent costs” under the stated circumstances.
Subparagraph (b) states that general counseling services relating to patent matters are
allowable, but the parties agree that such services are not at issue (finding 103).
Paragraph (c) provides that, other than patent costs for general counseling services, patent
costs not required by a government contract are unallowable.

The government misreads FAR 31.205-30 to apply more broadly than it does, and
it adds language to the regulation that is not there. The regulation certainly does not
specifically define “preparation” of “invention disclosures” “as an initial but essential step
in the [p]atent application process (whether or not a patent is ultimately submitted,
rejected, or obtained) (see finding 102). Moreover, it does not state that all invention
disclosures are patent costs, regardless of whether patents are involved. Indeed, some of
RMS’ invention disclosures are associated with forms of intellectual property other than
patents, or with RMS’ recognition of invention efforts that did not lead to patent
applications (see, e.g., findings 107, 112, 114-15, 118, 121, 123). It is not clear whether
such costs are among the costs at issue.

On the other hand, Raytheon also misreads FAR 31.205-30. RMS does not
consider the costs to discover new inventions, of preparing and submitting invention
disclosures, of a manager’s review of invention disclosure forms, or of BUIRC’s review to
be patent costs, on the ground that there is not yet any patent and RMS does not know
whether there will be one. RMS defines patent costs to be those occurring after the
BUIRC decides to pursue a patent. (Findings 115-118)

Raytheon likens RMS’ invention disclosure costs to M&A data base consultant
costs at issue in Raytheon I. Raytheon compares RMS’ invention disclosure activities to
what they describe as the preliminary data base activities in Raytheon | that might or
might not have resulted in unallowable organization costs. (App. br. at 189) Raytheon I,
in part, involved the interplay among FAR 31.205-12, Economic planning costs,

FAR 31.205-27, Organization costs, and FAR 31.205-38, Market planning costs. The
Board stated that, reading the regulations together, “the intent appears to be that costs in
connection with actually planning the organization or reorganization of a business, such as
by a specific merger or acquisition, are unallowable whereas generalized long-range
management planning costs are allowable.” Raytheon | at 178,852. The Board noted that
the database was intended to be used both for general planning and specific M&A
purposes when ultimately configured. However, Raytheon terminated the design and
build of the M&A application, which was never completed or used in connection with any
M&A target. The Board held that the disputed costs were allowable economic and market
planning costs. Id. The Board’s decision in Raytheon I concerning consultant costs to
design and build an M&A database, and the interplay of three regulations, is not apt here.
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or other equitable relationship. Subject to the foregoing, a cost
is allocable to a Government contract if it—

(a)
(b)

(©)

Is incurred specifically for the contract;

Benefits both the contract and other work, and can be
distributed to them in reasonable proportion to the
benefits received; or

Is necessary to the overall operation of the business,
although a direct relationship to any particular cost
objective cannot be shown.

FAR 31.202, DIRECT COSTS (MAY 2004), provides in part:

(@)

(b)

No final cost objective shall have allocated to it as a
direct cost any cost, if other costs incurred for the same
purpose in like circumstances have been included in
any indirect cost pool to be allocated to that or any
other final cost objective. Direct costs of the contract
shall be charged directly to the contract. All costs
specifically identified with other final cost objectives of
the contractor are direct costs of those cost objectives
and are not to be charged to the contract directly or
indirectly.

For reasons of practicality, the contractor may treat any
direct cost of a minor dollar amount as an indirect cost
if the accounting treatment—

(1) Is consistently applied to all final cost objectives;
and

(2) Produces substantially the same results as treating
the cost as a direct cost.

FAR 31.203, INDIRECT COSTS (MAY 2004), provides in

part:

(@)

For contracts subject to full CAS coverage, allocation
of indirect costs shall be based on the applicable
provisions. For all other contracts, the applicable CAS
provisions in paragraphs (b) through (h) of this section
apply.
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(b) After direct costs have been determined and charged
directly to the contract or other work, indirect costs are
those remaining to be allocated to intermediate or two
or more final cost objectives. No final cost objective
shall have allocated to it as an indirect cost any cost, if
other costs incurred for the same purpose, in like
circumstances, have been included as a direct cost of
that or any other final cost objective.

(c) The contractor shall accumulate indirect costs by
logical cost groupings with due consideration of the
reasons for incurring such costs. The contractor shall
determine each grouping so as to permit use of an
allocation base that is common to all cost objectives to
which the grouping is to be allocated. The base
selected shall allocate the grouping on the basis of the
benefits accruing to intermediate and final cost
objectives. When substantially the same results can be
achieved through less precise methods, the number and
composition of cost groupings should be governed by
practical considerations and should not unduly
complicate the allocation.

(d) Once an appropriate base for allocating indirect costs
has been accepted, the contractor shall not fragment the
base by removing individual elements. All items
properly includable in an indirect cost base shall bear a
pro rata share of indirect costs irrespective of their
acceptance as Government contract costs. For example,
when a cost input base is used for the allocation of
G&A costs, the contractor shall include in the base all
items that would properly be part of the cost input base,
whether allowable or unallowable, and these items shall
bear their pro rata share of G&A costs.

CAS 402-20, Purpose, states that:

The purpose of this standard is to require that each type of cost
is allocated only once and on only one basis to any contract or
other cost objective. The criteria for determining the
allocation of costs to a product, contract, or other cost
objective should be the same for all similar objectives.
Adherence to these cost accounting concepts is necessary to
guard against the overcharging of some cost objectives and to
prevent double counting. Double counting occurs most
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commonly when cost items are allocated directly to a cost
objective without eliminating like cost items from indirect cost
pools which are allocated to that cost objective.

48 CFR § 9904.402-20.
CAS 402-30, Definitions, states under subsection (a) that:

(1) Allocate means to assign an item of cost, or a group of
items of cost, to one or more cost objectives. This term
includes both direct assignment of cost and the
reassignment of a share from an indirect cost pool.

(3) Direct cost means any cost which is identified specifically
with a particular final cost objective. Direct costs are not
limited to items which are incorporated in the end product
as material or labor. Costs identified specifically with a
contract are direct costs of that contract. All costs
identified specifically with other final cost objectives of
the contractor are direct costs of those objectives.

(5) Indirect cost means any cost not directly identified with a
single final cost objective, but identified with two or more
final cost objectives or with at least one intermediate cost
objective.

48 CFR § 9904.402-30 (a).
CAS 402-40, Fundamental Requirement, provides in part that:

All costs incurred for the same purpose, in like circumstances,
are either direct costs only or indirect costs only with respect
to final cost objectives.

48 CFR § 9904.402-40.

134. Raytheon withdraws the “vast majority” of patent costs it pays to its external
counsel to prepare and submit patent applications, but it charges the government the costs
associated with the preparation of its patent application if it considers the patent to be a
“subject invention” conceived of as a requirement of a government contract under
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FAR 31.205-30. These costs are charged to the government as indirect costs and are not
charged directly to the contract. (GUPFF { 270)

135. The $120,600 costs at issue are for outside counsel to prepare patent
applications and related filings for subject inventions. The questioned costs constitute
100% of RMS’ claimed outside legal costs relating to patents for 2007. Raytheon and
RMS fist claimed that the costs were for general counseling services related to patent
matters, which the parties now agree is not the case (finding 103). Raytheon ultimately
alleged that they were incurred in connection with subject inventions. (App. supp. R4,
tab 260 at 4071-73; tr. 2/293-94, 3/41-43, 4/196-97; AUPFF { 252)

136. RMS collected all outside legal costs, including patent-related costs, in its
G&A expense pool (tr. 2/294-95). Raytheon contends that this practice was in accordance
with RMS’ 2007 CAS disclosure statement and CAS 402, Consistency in Allocating Costs
Incurred for the Same Purpose (APFF { 253). The costs were then segregated as
allowable and were claimed, or as unallowable, and were not claimed, as follows: When
inventors discovered a new invention in performing a government contract, Raytheon
tracked the subject invention as it proceeded through the invention disclosure process.
The outside legal invoices for patent applications and maintenance were segregated as
either allowable or unallowable legal costs by Raytheon’s corporate legal department.
Raytheon coded the invoices as allowable only if the patent activities involved a subject
invention and were conducted as part of a government contract requirement. RMS
received those costs from Raytheon corporate as a legal allowable “stat order.”
Raytheon’s corporate legal department coded the invoices as unallowable if they related to
an invention that was not a subject invention. In 2007, RMS incurred approximately
$2.5 million in unallowable outside legal costs relating to patents, which RMS withdrew
from its incurred cost proposal. (Tr. 3/41-44; APFF { 253) (undisputed portion)
Raytheon alleges, without contradiction, that this amounts to a 95% withdrawal by RMS
(APFF § 253).

137. DCMA does not dispute the general process described by Raytheon but
contends that “it is false that such a process is specifically identified in Raytheon’s CAS
disclosure statement” (gov’t reply br. at 51-52 (resp. to APFF § 253)). The disclosure
statement is not of record. However, DACO Bradley testified credibly that the patent
legal cost process was not noted in the disclosure statement (tr. 4/200). On the other hand,
Ms. Garcia testified credibly that, while the disclosure statement did not mention patent
legal costs in particular, it referred to all legal costs, to be collected in the G&A pool and
charged indirectly (tr. 2/295).

138. Shortly prior to the COFD at issue, Raytheon provided a sample of the
questioned invoices to DCAA, along with the associated government contracts and
invention disclosures referencing the contracts (app. supp. R4, tab 274; tr. 3/68-69). RMS
also provided a spreadsheet (ex. A-20) concerning the questioned invoices that tied them
to the particular government contract involved. (R4, tab 357; app. supp. R4, tab 85
at 1300, tab 86 at 1325, tab 274 at 4531, tab 305; tr. 3/46-54, 4/195, 9/27-28, 34-36)
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Ms. Botos testified credibly to the accuracy of the spreadsheet. She had verified the
underlying documents. (Tr. 9/34, 36) DCMA did not rebut her testimony or refute the
contents of Exhibit A-20. Ms. Garcia also researched the $120,600 costs at issue and
found that they were for outside patent legal work required by contract (tr. 2/293-94).
DCMA did not rebut her credible testimony.

139. As we found above, DACO Bradley assessed that, in order to issue a timely
COFD, and not exceed the CDA'’s six-year statute of limitations, he and DCAA did not
have time to review RMS’ documentation (tr. 3/187-88, 4/195; finding 126).

140. DACO Bradley’s June 12, 2014 2007 RMS COFD questioned $120,600 in
“Legal Allowable (Patent Legal Costs)” on the ground that they were identified with
patent disclosures that were not required by a government contract and therefore were
unallowable (app. supp. R4, tab 277 at 4544). The COFD stated that the costs were
unallowable per FAR 31.201-2 and FAR 31.205-30 as directly associated costs of patent
disclosures. The DACO concluded that RMS had not provided sufficient documentation
to demonstrate that the patent legal costs were allowable in that they were either incurred
as a government contract requirement or were for general counseling services related to
patent matters. (Id.) DCMA did not withhold the questioned costs because RMS’
decrements to its billing rates had covered those costs (tr. 3/30-31, 37-40).

141. DCMA has not rebutted Raytheon’s representation, and we so find, that:

... RMS’s Government contracts contain patent rights clauses
obligating RMS to pursue patents of subject inventions to
which they take title and to grant the Government a license for
Government purpose rights . . .. [T]he costs at issue were
incurred as requirements of Government contracts.

(APFF § 257) RMS submitted supporting documentation to the government, albeit late in
the process. Accordingly, and due to Ms. Botos’ and Ms. Garcia’s unrebutted credible
testimony, we find that the costs at issue were incurred due to government contract
requirements. (See R4, tab 357; tr. 2/293-94, 9/27-28; ex. A-20; finding 138)

142. DCMA also has not rebutted Raytheon’s representation, and we so find, that,
in accordance with CAS 402, RMS has consistently classified all of its outside legal costs
as indirect expenses. This includes the legal costs for subject inventions, which benefit
the government contract under which they were discovered and benefit Raytheon as a
whole because it owns the patent. (See tr. 2/294-95; app. br. at 100-101 (APFF { 253),
196)

143. Raytheon and RMS’ appeal from this COFD was docketed as ASBCA
No. 59437 and consolidated with ASBCA Nos. 59435, 59436, and 59438.
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DISCUSSION OF OUTSIDE PATENT LEGAL COSTS

I. The Parties’ Contentions

A. The Government’s Contentions

We dispense with some of the parties’ contentions because we have addressed them
above. Of the remaining allegations, DCMA contends that FAR 31.205-30(a) requires
that, in order to qualify as direct costs of government contracts, Raytheon must prove that
they are “literal line item requirements” of the contracts (gov’t reply at 87). Additionally,
even if Raytheon were able to demonstrate that the outside patent legal costs were required
by government contracts, the costs should have been charged directly to the government
contract involved, in accordance with FAR 31.201-2(a)(2), FAR 31. 201-4, and CAS 402.
They were not and are therefore unallowable. (1d.)

B. Raytheon’s Contentions

Raytheon alleges that the costs at issue are expressly allowable because each of the
disallowed invoices was associated with a subject invention developed under a government
contract. Raytheon asserts that RMS met its obligation under FAR 31.201-2(d) to maintain
documentation supporting the allowability of its patent legal costs but the government
chose to ignore the submitted documentation due to its statute of limitation concerns (app.
br. at 194). Raytheon further asserts that DCMA has not met its burden to show that the
costs are unallowable under FAR 31.205-30, which does not limit its allowability
provisions to direct costs. It adds that, under the government’s “line item” contention,
“other than contracts for the purpose of acquiring patent application filing services, it is
difficult to fathom what costs would be allowable . .. .” (App. br. at 195)

Regarding allocability, Raytheon urges, and we have found, that, in accordance
with CAS 402, RMS has consistently classified all of its legal costs as indirect expenses.
This includes the legal costs for subject inventions, which benefit not just the government
contract under which they were discovered but benefit Raytheon as a whole because it
owns the patent. Therefore, the outside legal patent costs in question are properly
allocable as indirect costs. (Finding 142; app. br. at 196)

II. RMS’ Qutside Leqgal Patent Costs Are Allowable and Allocable As Indirect
Costs

The FAR governs cost allowability. When the CAS applies, as here, if there is any
conflict between the CAS and the FAR, the CAS governs allocability. See Raytheon Co.
v. United States, 747 F.3d 1341, 1350 (Fed. Cir. 2014), United States v. Boeing Co., 802
F.2d 1390, 1394-95 (Fed.Cir.1986).

The outside patent legal costs at issue are allowable. They were incurred due to
government contract requirements (finding 141). FAR 31.205-30 does not specify that
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there be a “line item” link to a government contract. Indeed, it is established that the
regulation applies to indirect patent costs as well as direct patent costs. Rocket Research
Co., ASBCA No. 24972, 81-2 BCA 1 15,307 at 2 (“Nothing in the history of [a
predecessor to FAR 31.205-30] or in the literal language of the clause, as promulgated,
warrants a distinction between direct and indirect patent costs.”)

Concerning allocability, in this case there is no conflict between the FAR’s
provisions regarding indirect costs and those of the CAS. FAR 31.203(a), similarly to
CAS 402-30(a)(5), provides that an indirect cost is one identified with two or more final
cost objectives. Under FAR 31.203(b), indirect costs are to be accumulated by logical
cost groupings. Each grouping should be determined so as to permit distribution of the
grouping on the basis of the benefits accruing to the several cost objectives.

(Finding 133) As Raytheon points out, RMS’ patent legal costs at issue benefit both the
government contracts under which they were incurred and Raytheon, because it owns
the patents (finding 142).

Raytheon and RMS’ consistent practice has been to charge outside legal costs
indirectly (finding 136). This satisfies CAS 402. “CAS 402 gives the contractor
considerable freedom in the classification of particular costs, so long as the contractor
maintains consistency in making that determination. See CAS 402-20.” ATK Thiokol,
Inc. v. United States, 598 F.3d 1329, 1332 (Fed. Cir. 2010) (independent research and
development (IR&D) costs were properly charged as indirect costs despite government’s
contention that, under FAR IR&D regulation, they should have been charged directly
because they were required for contract performance).

We conclude that Raytheon and RMS’ regular disclosed practice of charging
outside legal costs as indirect costs meets CAS 402’s consistency requirements and was
proper under the circumstances of this appeal. All of the outside legal patent costs at issue
are allowable and allocable as indirect costs.

DECISION

ASBCA No. 59437 is sustained to the extent that it covers outside legal patent
costs. The remainder of the disputes covered in ASBCA No. 59437 are addressed below.

ASBCA Nos. 59437, 60057, 60059-60 -- AIRFARE COSTS (CORPORATE AND RMS)

FINDINGS OF FACT CONCERNING AIRFARE COSTS (CORPORATE AND RMS)

FAR 31.205-46, Travel Costs—DCAA Interpretation Conflicts With
DCMA and Raytheon Interpretation

144. From April 9, 1986, until January 10, 2010, and at all times relevant to the
contracts and costs at issue in these appeals, FAR 31.205-46, TRAVEL COSTS, governed
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Raytheon has AMEX record the lowest customary standard
coach fare on all quotes and invoices where higher class
airfare is utilized .... The Company then treats as unallowable
costs the difference between the actual higher class fare
utilized and the standard coach rate.

It is DCAA'’s opinion that the unallowable amount should be
the actual higher class fare utilized less the negotiated reduced
coach airfare.

(App. supp. R4, tab 8 at 51; AUPFF { 153)

149. By April 10, 2002 email to Mr. Dowd, Glen Gulden of DCMA headquarters,
said to be its representative to the DAR Council (APFF § 154), stated:

My review of the historical files found when the language
“lowest customary standard, coach or equivalent airfare
offered during normal business hours” was incorporated into
the cost principle the meaning was: the lowest fare class
regularly offered during normal business hours. The
Committee report goes on to say that they do not recommend
that the standard be the lowest fare available. The record does
not address your specific situation (company discounts). The
Committee wanted a generic definition.

| discussed your issue with the cost, pricing and finance part of
OSD [Office of the Secretary of Defense] and they felt we
would be held to the words in the FAR which would support
the company’s position. After reviewing the files | would
have to agree with the OSD position if we were faced with
making a decision about going to court.

(App. supp. R4, tab 10) On August 20, 2002, Mr. Dowd forwarded Mr. Gulden’s email to
DCAA Resident Auditor Seay Anne Sheley, identifying Mr. Gulden as “our expert on
FAR principle issues” (id.).

150. On November 20, 2002, DCAA Headquarters issued “Audit Guidance on the
Application of FAR 31.205-46 (d), Airfare Costs in Excess of the Lowest Customary
Standard” (DCAA’s November 2002 memorandum) (app. supp. R4, tab 11 at 60). DCAA
took the position:

FAR 31.205-46(d) disallows cost of airfare in excess of the
lowest customary standard, coach, or equivalent airfare offered
during normal business hours available to the contractor. The
lowest customary standard airfares available to Raytheon for
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certain city pairs are those negotiated with American Express
Travel (AMEX). Any airfare costs in excess of the AMEX
negotiated standard coach airfare should be questioned.

(1d.) The memorandum elaborated, among other things, that:

Raytheon Corporate uses standard coach airfare that is
available to the public (street fare) as their baseline for
calculating excess unallowable airfare. DCAA uses the
customary airfare that is available to Raytheon as the baseline
for calculating excess unallowable airfare.

The FAR clause for “customary standard” is specific to the
contractor.

(1d.) The memorandum likened the airfare regulation to the discount provisions of
FAR 31.205-26, MATERIAL COSTS (app. supp. R4, tab 11 at 61). DCAA sent a copy of
the memorandum to Raytheon (id. at 58).

151. By January 27, 2003 email to Resident Auditor Sheley, DCE John McGrath
responded to DCAA’s November 20, 2002 memorandum as follows:

DCMA Headquarters disagrees with the guidance in the
attached DCAA memorandum. Based on their review of the
available documents and conversations with OSD personnel,
the agency believes that using a different standard to
determine unallowable excess airfare costs than cited in
FAR 31.205-46(d) (lowest customary standard, coach, or
equivalent airfare offered during normal business hours)
would not be sustainable if Raytheon disputed this cost
question before the ASBCA or other court. There is nothing
in the record to indicate defense contractors are to negotiate
airfare rates with carriers and that the negotiated rates are the
customary rates to be used for determining the unallowable
amount. Accordingly, | can't support or sustain DCAA’s
audit position.

| want to inform you also that | surveyed the other DCMA
[DCEs] regarding this issue and all those responding
concurred with the position taken by DCMA Headquarters.

At my request, Raytheon Corporate Office provided
information on Domestic Travel costs in CY 2001. It showed
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