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Part 1:
• Direct vs Indirect Costs
• Indirect Rate Structure
• Regulations that define indirect costs – FAR and CAS
Part 2:
• Indirect costs management
• Indirect costs monitoring - Forward pricing proposals, incurred 

costs submissions, and audits; 
• Compliance and Objectives

Agenda



Page 3

• Indirect Rates – The Economic Engine of the 
Company

• What is a direct and indirect cost?
• Types of indirect costs
• Development of a wrap rate
• We compared the FAR to CAS side by side

Review
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Disclosure Statement

The Disclosure Statement is a written document that describes a 
contractor’s cost accounting practices and procedures. This statement should 
adequately describe either the actual or proposed cost accounting practices, 
and these practices must follow and comply with the applicable Federal 
Acquisition Regulations (FAR) and the Cost Accounting Standards (CAS), which 
are set by the Cost Accounting Standards Board (CASB).
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Disclosure Statement
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Disclosure Statement
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Disclosure Statement
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CAS Applicability Example

Example 01: On Feb 01, 2018, a business unit is awarded a contract 
with the negotiated price of $700,000. Is the contract subject to CAS?

Answer: No, the contract is below the certified cost or pricing data 
(formally known as TINA) threshold.
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CAS Applicability Example

Example 02: On Feb 01, 2018, a small business is awarded a three-
year contract. On Feb 01, 2019, the small business graduates from the 
small business program. Did the CAS coverage change?

Answer: No, CAS applicability applies once when the 
contract/subcontract is awarded..
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CAS Applicability Example

Example 03: On Nov 15, 2017, a business unit is awarded a three-year 
$8 million CAS covered contract. On Jan 15, 2018, the business unit is 
awarded a $800,000 contract. Assuming that there are no CAS 
exemptions for the Jan 15 contract, is the $800,000 contract subject to 
CAS? 
Answer: Yes, the business unit is currently performing a CAS coverage 
contract ($8 million), the $800,000 contract is above the TINA threshold, 
and no other CAS exemptions apply.
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CAS Applicability Example

Example 04: On Nov 15, 2017, a business unit is awarded a three-year 
$8 million CAS covered contract. On Feb 01, 2018, there was a 
$800,000 contract modification, reducing the price of the contract from 
$8 million to $7.2 million. Does this contract modification change the 
CAS applicability? Does this contract modification have an impact on 
contracts received (by the business unit) after Feb 01, 2018? 
Answer: No, CAS applies when the contract is awarded. Yes, the 
contract modification does have an impact for contracts awarded after 
Feb 01, 2018.
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CAS Applicability - Subcontracts

• If CAS does not apply for the prime contract, then CAS does not 
apply to the subcontract(s)

• If CAS applies to the prime contract, CAS may or may not apply to 
the subcontract(s). The prime contractor needs to review the nine 
exemptions, if an exemption applies (i.e. small business, firm-fixed 
price adequate price competition, etc.), then the subcontract is not 
subject to CAS coverage. If none of the exemptions apply, then the 
subcontract is subject to CAS.
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Rate Development

• Annual Budget – Projection of opportunities being pursued, won and 
recorded as revenue and cost.  Projection of expenses (indirect labor, 
direct labor, material, facilities, travel, etc.) to be incurred in support of 
the business activities for the year.

• Company Fiscal Year – As Defined 
• Provisional Rates – development of rates using the business plan 

data to provide for billing of contracts throughout the year.
• Forward Pricing Model – development of rates, using the business 

plan data to provide for pricing of proposals throughout the year.
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Forward Pricing Rates

A Forward Pricing Rate Agreement (FPRA) is an agreement between a contractor and 
a government agency in which certain indirect rates are established for a specified 
period of time. These rates are estimates of costs and are used to price contracts and 
contract modifications. 

The use of a FPRA can speed up the contracting process by eliminating the need to 
audit or analyze the rates. The Administrative Contracting Officer (ACO) is responsible 
for monitoring the contractor’s rates. Any questions concerning the rates should be 
directed to the ACO. Once a FPRA has been reached, any subsequent proposal 
should include a copy of the agreement.
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Forward Pricing Rates

The establishment of a FPRA is covered under the special cost and pricing areas 
of FAR 15.407-3 and Subpart 42.17.

FPRAs are very useful for contractors having a significant volume of Government 
contract proposals. When there is an FPRA in effect, the contractor and the 
Government do not need to spend time during contract negotiations haggling over 
indirect expense rates – the proposed indirect rates are already settled. 
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Forward Pricing Rates
Anyone can initiate a request for an FPRA
• May be requested by the contracting officer
• Or the contractor
• Or initiated by the ACO

In determining whether or not to establish such an agreement, the ACO should 
consider whether the benefits to be derived from the agreement are commensurate 
with the effort of establishing and monitoring it. Normally, FPRA’s should be 
negotiated only with contractors having a significant volume of Government contract 
proposals. The cognizant contract administration agency is usually the final authority 
as to when an FPRA will be established.
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Do I need a Forward Pricing Rate 
Agreement?

• Typically used by large or major contractors
• The government may accept provisional indirect rates in lieu of a 

FPRA
• Or, if neither are available, the contractor will have to prepare an 

indirect cost proposal in support of the indirect rates proposed
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Provisional Indirect Rates

A Provisional Rate Agreement is an agreement between a contractor 
and the government of the indirect rates that will be utilized for billing 
on cost plus contracts in the period (year) covered.
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Purpose of Provisional Billing Rates

• Interim payments on cost-type contracts are allowed as specified in the contract 
provisions. 

• Reimbursement of indirect costs in these interim payments is generally made 
through provisional billing rates. 

• Provisional Billing Rates are established to approximate the contractor’s final year-
end rates, as adjusted for any unallowable costs. 

• Provisional Billing Rates are used for interim purposes until settlement is reached 
on the final indirect rates for the contractor’s fiscal year. 

• FAR 42.704 - Billing Rates - provides procedures and guidance for establishing 
PBRs.
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Establishing Provisional Billing Rates 
FAR 42.704(b)

The contracting officer or auditor shall establish PBRs on the basis of information 
resulting from recent review, previous rate audits or experience, or similar reliable data 
or experience of other contracting activities. 
• When the contracting officer or auditor determines that the contract value does not 

warrant submission of a billing rate proposal, PBRs may be established by making 
appropriate adjustments from the prior year’s indirect cost experience to eliminate 
unallowable and nonrecurring costs. 

• Also, contractors may voluntarily submit a billing rate proposal to assist the 
responsible official in establishing rates. (Preferred) 

• It is important to discuss the requirements with the contracting officer or cognizant 
auditor.
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Submitting Provisional Billing Rates 
Contractors submit provisional billing rates to its DCAA Office or 
Administrative Contracting Officer.
• Prior to beginning of fiscal year, once budgets/business plan is 

complete or when established billing rates are no longer 
representative of the final year end rates due to unforeseen 
events or circumstances

• Rates represent a 12-month period (Contractor’s FY)
• Submitted at least annually
• Vouchers/Progress Payments may be rejected without 

properly established billing rates
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Monitoring Provisional Billing Rates 

• Throughout the year 
• Immediately after year-end 
• Upon submission of the final indirect rate proposal

Prov. Billing Rates may be adjusted by either party at any time to 
prevent substantial under or over payment – FAR 42.704(c). If 
rates are adjusted, the contractor should submit adjustment 
vouchers accordingly.
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Cost Accumulation – Types of Costs
Know the difference in Direct vs. Indirect costs
• Direct– FAR 31.202 - Direct costs are those costs that can be identified 

specifically to a particular project.  Direct charges represent work being 
performed to satisfy the statement of work of the contract. 

• Indirect– Indirect costs represent charges that cannot be directly identified to a 
particular project. Indirect costs include training, taxes, administration, 
personnel and security costs, facilities, human resources, accounting, etc..  
Indirect costs are also referred to as overhead or general and administrative 
(G&A).  Indirect costs benefit more than a single contract, they tend to provide 
benefit across the organization.

• Unallowable - federal funds may not be used to pay for these expenses.  
Examples: alcoholic beverages, entertainment, donations, fines and penalties.
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Cost Accumulation – Types of Costs

• First, identify direct costs – directly identificable to a single
Contract

• All remaining costs are indirect and collected in pools
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Cost Accumulation – Types of Costs
Logical sequence of accounts - direct costs are segregated from the indirect 

costs
Chart of Accounts:
• Direct Costs
• Direct Subcontract Costs
• Direct Materials
• Direct Non Billable
• Overhead Costs
• G&A Costs
• Indirect Unallowable Costs

Every $ on your P&L can be tied back to an account on the chart of accounts ---
you should be checking these to ensure that they are correct
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Cost Accumulation – Direct Costs

• Labor 
‐ The employee is the key --- must be trained and re-trained and reminded constantly
‐ Work charged to a direct project is not performed without authorization
‐ Penalties to employee for non compliance

• Travel
‐ Directly required by contract
‐ Should take place within POP of contract
‐ In accordance with the JTR’s

• Direct Subcontractors – signed subcontract agreement and scope of work to support these 
costs

• Direct Consultants - signed consultant agreement and scope of work to support these costs
• Direct Materials – purchased materials via a purchase order, typically deliverables to a 

customer
• Other Direct Costs – miscellaneous purchased items
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Cost Accumulation – Indirect Costs

The overhead and G&A pools are made up of all indirect cost 
associated with the direct labor --- fringe, facilities, indirect salaries, 
etc.  For example:

• Indirect Salaries – Management, Training, Business Development, 
Contracts, Program Control

• Fringe – allowable to the extent they are reasonable --- insurance, 
holiday and PTO, bonuses

• Facilities
• Indirect Travel, relocation, training, meals
• Office supplies



Page 29

Cost Accumulation – Unallowable Costs

• Exclusion from costs charged to Government contracts of amounts 
that are not allowable pursuant to FAR Part 31, Contract Cost 
Principles and Procedures, or other contract provisions.

• The FAR identifies some costs as expressly unallowable: e.g., bad 
debts (FAR 31.205-3); contingencies (FAR 31.205-7); contributions 
or donations (FAR 31-205-8); and entertainment (FAR 31.205-14), 
and requires that they be excluded from proposals and billings.

• Costs mutually agreed to be unallowable between the contractor and 
the contracting officer also may not be proposed or billed. 
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Allocating Costs to a Direct Cost Objective

• Overhead Pool – All allowable overhead expenses.  Rate uses Direct 
Labor as the base.  Resulting rate is applied to labor costs.

Allowable Overhead expenses
Direct Labor

• Fringe Pool– All allowable and reasonable fringe expenses.  Rate 
uses Direct Labor as the base. Resulting rate is applied to labor 
costs.

Allowable Fringe expenses
Direct Labor

• G&A Pool – All allowable G&A expenses.  Rate gets applied to Direct 
labor costs plus overhead and fringe.

G&A Expenses                
DL, OH, Fringe
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FAR PART 31

• Direct vs Indirect
• Cost Accounting Treatment
• Consistency in treat of costs
• Allocability 
• Allowability
• Reasonableness



Page 32

FAR PART 31

• 52 numbered principles – 6 are reserved
• Although only one number is assigned 

to a given principle, the amount of 
details varies significantly.  For example, 
31.205-6 comprises 9 pages; whereas, 
31.205-51 contains only 6 words.
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Consistently Treated
All costs incurred for the same purpose and in like 
circumstances must be treated uniformly either as 
direct costs or as indirect costs. Since certain costs, 
such as administrative salaries and office supplies, are 
normally treated as F&A costs, these costs cannot be 
charged directly to federal Awards unless the 
circumstances of an Award are clearly different from 
the normal operations of the unit.
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FAR 31.201-4 -- Determining Allocability 

A cost is allocable if it is assignable or chargeable to one or 
more cost objectives on the basis of relative benefits received 
or other equitable relationship. Subject to the foregoing, a cost 
is allocable to a Government contract if it-

• (a) Is incurred specifically for the contract; 

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

• (c) Is necessary to the overall operation of the business, although a 
direct relationship to any particular cost objective cannot be shown. 
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FAR 31.201-4 -- Determining Allocability 

A cost is allocable if it is assignable or chargeable to one or more cost 
objectives on the basis of relative benefits received or other equitable 
relationship. Subject to the foregoing, a cost is allocable to a Government 
contract if it-

• (a) Is incurred specifically for the contract; 

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

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

Direct
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FAR 31.201-4 -- Determining Allocability 

A cost is allocable if it is assignable or chargeable to one or more cost 
objectives on the basis of relative benefits received or other equitable 
relationship. Subject to the foregoing, a cost is allocable to a Government 
contract if it-

• (a) Is incurred specifically for the contract; 

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

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

Direct

Overhead
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FAR 31.201-4 -- Determining Allocability 

A cost is allocable if it is assignable or chargeable to one or more cost 
objectives on the basis of relative benefits received or other equitable 
relationship. Subject to the foregoing, a cost is allocable to a Government 
contract if it-

• (a) Is incurred specifically for the contract; 

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

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

Direct

Overhead

General & Admin
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FAR 31.201-4 -- Determining Allocability 

A cost is allocable if it is assignable or chargeable to one or more cost 
objectives on the basis of relative benefits received or other equitable 
relationship. Subject to the foregoing, a cost is allocable to a Government 
contract if it-

• (a) Is incurred specifically for the contract; 

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

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

Direct

Overhead

General & Admin
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Determining Reasonableness

• Does not exceed cost a prudent person would incur 
in conduct of competitive business

• Ordinary and necessary
• Sound business practices
• Arm’s length bargaining
• Consistent with company’s policies and procedures
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Determining Allowability

• Reasonableness
• Allocability
• GAAP and, if applicable, Cost Accounting Standards 

(CAS)
• Contract Terms
• FAR Limitation on Treatment of Costs
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Determining Allowability

• It is the Contractor’s responsibility to properly support 
proposed or billed costs to demonstrate:

• Costs were incurred
• Are allocable
• Comply with cost principles (i.e. allowable)
The contracting officer may disallow all or part of a 
claimed cost that is inadequately supported.
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FAR Part 31.201-2(d) Adequate Support

Adequate or not?
• Travel expense report with no agenda, charged direct
• Sole-source contract awarded pursuant to company

policy
• Accounting services invoices with memorandum 

stating “Adequate Services Rendered”
• Only scanned copies of supplier invoices; no original 

documents
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Specific Cost Principals

FAR 31.205-43 Trade, business, technical and professional activity

Allowable
Subscription to and memberships in trade, business, technical & 
professional organizations.

Costs of organization, setting up, and sponsoring meeting, conventions, 
symposia, etc. and cost of attendance by contractor employees (and in 
some instance non-contractor employees) when principal purpose is 
dissemination of trade, business, technical or professional information 
or stimulation of production or improved productivity.
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Specific Cost Principals
FAR 31.205-38 Selling costs

Defines selling as a generic term encompassing all efforts to 
market products/services. Broad categories include:
• Advertising
• Corporate image enhancement
• Bid and proposal costs
• Market planning

Direct Selling - Allowable only if paid to bona fide employees 
or established commercial or selling agencies for purpose of 
securing business.
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Specific Cost Principals

FAR 31.205-22   Lobbying and political activity 

Unallowable

Attempts to influence
Political contributions
Legislative liaison activities
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Specific Cost Principals

FAR 31.205-34   Recruitment Costs

Allowable – Cost for:
– employment office
– aptitude & educational testing
– travel cost
– employment agencies
– help-wanted advertising
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Specific Cost Principals

FAR 31.205-14   Entertainment Costs

Unallowable – amusement, diversions, social activities, & 
any directly associated costs such as tickets, meals, lodging, 
rentals, transportation, & gratuities

FAR 31.205-51   Alcoholic Beverage Costs

Unallowable
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Specific Cost Principals

Business Meals

Case by case basis
Key is documentation

- date & location (including establishment)
- names of attendees (employees & guests)
- purpose of meeting (be specific)
- cost of meeting by item
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Specific Cost Principals
FAR 31. 205-13 Employee morale, health, welfare, food services 
and dormitory cost and credits

Allowable subject to limitations        

Allowable activities

•house publications

•health clinics

•wellness/fitness centers

•employee counseling services

Unallowable

Recreational activities such as Christmas parties, picnics, golf 
outings, etc.
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Specific Cost Principals
Professional and consultant costs are covered in FAR 31.205‐33. To determine 
allowability you would need to ask yourself:
1) In the consultant a qualified specialist?
2) Is there a need for that specialty for the project you are working on and you 

do not have that specialty internally?
3) Is the consultant independent? (arm’s length)
4) You would have to have the consultant even if the gov will not pay.
5) The consultant’s fee is comparable to what would be charged on any other job
6) The services that will performed are not illegal or improper under any other 

federal reg or law (sometimes folks will try to hire a specialist with insider info 
for a proposal or something like that which would be like insider trading or 
info).

7) Will the government’s mission be impacted by not hiring this consultant?
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Incurred Cost Submission
• Incurred cost proposal - filed annually, approximately 6 

months after end of the company fiscal year end.  Details all 
cost incurred, both direct and indirect and calculates the 
company final indirect rates using this data.  (basically, forward 
pricing – company indicates what they are going to do,  
Incurred cost proposal – company reports what they did)

• Incurred Cost Electronically (ICE) - A Model (Excel driven) 
developed by the government as an all encompassing 
example of what a contractor must submit for their incurred 
cost proposal. 

• Designed to promote compliance with FAR 52.216-7 
(Allowable Cost and Payment)

• FAR 42.7 - Submission of an adequate proposal, within 6 
months after the end of your fiscal year.

Incurred Cost Submission = Indirect Cost Rate Proposal
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Final Rate Audit

• Final rate means an indirect cost 
rate applicable to a specified past period which 
is based on the actual allowable costs of the 
period. A final audited rate is not subject to 
adjustment.
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DCAA
DCAA performs all needed contract audits for the Department of 
Defense (DoD) and provides accounting and financial advisory 
services regarding contracts and subcontracts to all DoD 
components responsible for acquisition and contract 
administration. These services are related to negotiation, 
administration, and settlement of contracts and subcontracts. 

• DCAA is concerned with identifying and evaluating all activities 
that either contribute to, or have an impact on, proposed or 
incurred costs of Government contracts. 

• DCAA evaluates contractors' financial policies, procedures, 
and internal controls. 

• DCAA performs audits which identify opportunities for 
contractors to reduce or avoid costs. 
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Conclusion

Next week join us for Part 2:
• Indirect costs management
• Indirect costs monitoring - Forward pricing proposals, 

incurred costs submissions, and audits; 
• Compliance and Objectives
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Call on BMSS!

The BMSS team can help you develop and
manage your indirect rate structure.

Questions?  

Please let me know your comments about today’s 
discussion.

Contact info: Becky Ramsey, rramsey@bmss.com


