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Contracting with the United States Government – Allowable and Unallowable Costs

Background

Northrop Grumman ESSS’ policy is to comply with the laws and regulations governing the allowability of costs charged to U.S. Government contracts.  These laws and regulations include the Federal Acquisition Regulation (FAR), the DoD Supplement to FAR (DFARS), and the Cost Accounting Standards (CAS).  In addition, Congress may, from time to time legislate the allowability of certain costs.  

U.S. Government regulations and the requirement for a Certificate of Overhead Cost effectively prohibit ESSS from proposing any costs which are not allowable on U.S. Government contracts.  To the extent practicable, we have established specific accounts for the express purpose of separately identifying those costs which are not to be proposed in the accounting for U.S Government contracts.

Criteria for determining the allowability of costs on U.S. Government contracts are set forth in FAR Part 31 and DFARS Part 231.  The factors to be considered in determining whether a cost is allowable include: (1) reasonableness; (2) allocability; and (3) Cost Accounting Standards and Generally Accepted Accounting Principles, if appropriate to the particular circumstances.  

A cost is 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.  In determining the reasonableness of a specific cost, consideration should be given to: (a) whether the type of cost is generally recognized as ordinary and necessary for the conduct of the contractor’s business or contract performance; (b) the restraints or requirements imposed by such factors as generally accepted sound business practices, arm’s-length bargaining, Federal and State laws and regulations, and contract terms and conditions; (c) the action that a prudent business person would take under the circumstances, considering responsibilities to owners, employees, customers, the U.S. Government and the public at large; and (d) significant deviations from the established practices of the contractor that might unjustifiably increase contract costs.  

To be allowable, a cost must first be allocable.  A cost is allocable if it is assignable or chargeable to one or more cost objectives (contracts) on the basis of relative benefits received or other equitable relationships.  A cost is allocable to a U. S. Government contract if it 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 Part 31.201-6, Accounting for Unallowable Costs and CAS 405, Accounting for Unallowable Costs, both require the exclusion of any expressly or mutually agreed to unallowable costs, including directly associated unallowable costs, from any billing, claim or proposal applicable to a U. S. Government contract. 

Responsibility

Each cost center manager must prepare an annual budget at the level of account detail necessary to identify all projected unallowable costs.  

The foregoing policy requires that some vendor’s bills and employee’s expense reports be split between allowable and unallowable items for account distribution purposes.  In such instances, cost center managers must indicate items to be charged to unallowable accounts.  In all cases, the purpose of the expense must be clearly shown.

All costs, which are not to be proposed on U. S. Government contracts, will be charged to separate unallowable accounts to the maximum extent possible.

Each cost center manager is provided with a monthly summary of budgeted and actual expenses for the prior month, including a summary of the individual charges to each account.  The account summaries will identify allowable and unallowable accounts.

The purpose of this training module is to provide guidelines for the proper identification and segregation of those expenses not allowable on government contracts.  The questions are limited to the cost principles that have the greatest impact on the cost center manager.   The information contained in this section is presented to serve as a guide for allowability status decisions.  Any questions should be referred to Frank Roden.  

Public Relations and Advertising Costs (FAR 31.205-1)

Unallowable Costs

Public Relations and Advertising

· All public relations and advertising costs whose primary purpose is to promote the sale of products or services by stimulating interest in a product or product line or by disseminating messages calling favorable attention to the contractor for purpose of enhancing the company image to sell the company’s products or services.

· All cost of trade shows and other special events that do not contain a significant effort to promote the export sales of products normally sold to the U. S. Government.

· Costs of sponsoring meetings, conventions, symposia, seminars, and other special events when the principal purpose of the event is other than dissemination of technical information or stimulation of production.

· Costs of ceremonies such as corporate celebrations and new product announcements

· Cost of promotional material, motion pictures, videotapes, brochures, handouts, magazines, and other media that are designed to call favorable attention to the contractor and its activities.

· Costs of souvenirs, models, imprinted clothing, button, and other mementos provided to customers or the public.

· Costs of memberships in civic and community organizations.

Allowable Costs

Public Relations

· Cost specifically required by contract.

· Responding to inquiries on company policies and activities.

· Communicating with the public, press, stockholders, creditors, and customers.

· Conducting general liaison with news media and Government public relations officers, to the extent that such activities are limited to communication and liaison necessary to keep the public informed on matters of public concern such as notice of contract awards, plant closings or openings, employee layoffs or rehires, financial information, etc.. 

· Costs of participation in community service activities (e.g., blood bank drives, charity drives, savings bond drives, disaster assistance, etc.).

· Costs of plant tours and open houses.

Advertising

· Required specifically by contract exclusively for:

· Acquiring scarce items for contract performance.

· Disposing of scrap or surplus materials acquired for contract performance.

· Costs of activities to promote sales of products normally sold to the US Government, including trade shows, which contain a significant effort to promote exports from the United States.  However, such costs do not include the costs of memorabilia (e.g., models, gifts, and souvenirs) alcoholic beverages, entertainment, and physical facilities that are used primarily for entertainment rather than product promotion.

· Personnel recruitment costs are generally allowable but see FAR 31.205-34(b) for exceptions.

Employee Morale (FAR 31.205-13)

Unallowable Costs

· Cost of gifts.  

· Gifts do not include awards for performance such as bonuses and incentive compensation provided the incentive compensation for management employees, cash bonuses, suggestion awards, safety awards, and incentive compensation is based on production, cost reduction, or efficient performance are allowable provided the awards are paid or accrued under an agreement entered into in good faith between the contractor and the employees before the services are rendered or pursuant to an established plan or policy followed by the contractor so consistently as to imply, in effect, and agreement to make such payment and the basis for the award is supported. (FAR 31.205-6(f)

· Gifts also do not include awards made in recognition of employee’s achievements pursuant to an established contractor plan or policy.

· Costs of recreation are unallowable, except for the costs of employees’ participation in company sponsored sports teams or employee organizations designed to improve company loyalty, team work, or physical fitness.

Allowable Costs

· Costs incurred on activities designed to improve working conditions, employer-employee relations, employee morale, and employee performance are allowable.  Some examples of allowable activities are house publications, health clinics, wellness/fitness centers, employee counseling services, and food and dormitory services, which include operating or furnishing facilities for cafeterias, dinning rooms, canteens, lunch wagons, vending machines, living accommodations, or similar types of services for the contractor’s employees at or near the contractor’s facilities.

· Losses from operating food or dormitory services are allowable provided the objective is to operate such services on a break-even basis.

Entertainment (FAR 31.205-14)

Unallowable Costs

· Costs of amusement, diversions, social activities, and any directly associated costs such as tickets to shows or sporting events, meals, lodging, rentals, transportation, and gratuities are unallowable.  Costs made specifically unallowable under this cost principle are not allowable under any other cost principle.  Cost of membership in social, dining, or country clubs or other organizations having the same purposes are also unallowable, regardless of whether the cost is reported as taxable income to the employees.

Allowable Costs

· None

Selling (FAR 31.205-38)

Unallowable Costs

· The costs of broadly targeted and direct selling efforts and market planning other than long-range, that are not incurred in connection with a significant effort to promote export sales of products normally sold to the U. S. Government, including the costs of exhibiting and demonstrating such products, are unallowable on contracts with the U. S. Government.

Allowable Costs

· Direct selling efforts are those acts or actions to induce particular customers to purchase particular products or services of the contractor.  Direct selling is characterized by person-to-person contact and includes such activities as familiarizing a potential customer with the contractor’s products or services, conditions of sale, service capabilities, etc.  It also includes negotiation, liaison between customer and contractor personnel, technical and consulting activities, individual demonstrations, and any other activities having as their purpose the application or adaptation of the contractor’s products or services for a particular customer’s use.  

· The costs of broadly targeted and direct selling efforts and market planning other than long-range, that are incurred in connection with a significant effort to promote export sales of products normally sold to the U. S. Government, including the costs of exhibiting and demonstrating such products, are allowable on contracts with the U. S. Government.

Trade and Professional Activities, Memberships and Dues (FAR 31.205-43)

Unallowable Costs

· None

Allowable Costs

· Membership in trade, business, technical, and professional organizations.

· Subscriptions to trade, business, professional, or other technical periodicals.

· When the principal purpose of a meeting, convention, conference, symposium, or seminar is the dissemination of trade, business, technical or professional information or the stimulation of production or improve productivity:

· Costs of organizing, setting up, and sponsoring the meetings, conventions, symposia, etc., including rental of meeting facilities, transportation, subsistence, and incidental costs.

· Costs of attendance by contractor’s employees, including travel costs.

· Costs of attendance by individuals who are not employees of the contractor provided such costs are not also reimbursed to the individual by the employing company or organization and the individuals attendance is essential to achieve the purpose of the conference, meeting, convention, symposium, etc.

Test

1. You as a manager purchase two sweatshirts from the company store to give to two of your employees as a token of appreciation.  Is the cost of the sweatshirts allowable?  

The answer is no.  The sweatshirts are gifts to employees, FAR 31.205-13(b).  To be allowable, awards to employees for performance or recognition of employee achievements must be made pursuant to an established company plan, FAR 31.205-6(f).

2. Two of your employees participate in community service activities during working hours.  Is the time spent an allowable charge? 

The answer is yes.  Participation in community service activities such as blood bank drives, charity drives, savings bond drives, disaster assistance, etc. are allowable public relations costs, FAR 31.205-1(e)(3).  

3. One of your employees is retiring after 40 years.  You decide to sponsor a department party.  You obtain the required company approvals to pay for the cost of the party.  Is the cost allowable?

The answer is no.  This is a gift FAR 31.205-13(b) or recreation FAR 341.205-13(c), both are unallowable.  To be allowable, awards to employees for performance or recognition of employee achievements must be made pursuant to an established company plan, FAR 32.205-6(f).  An exception to unallowable recreation costs would be employees’ participation in company sponsored sports teams or employee organizations designed to improve company loyalty, teamwork, or physical fitness, FAR 31.205-13(c).

4. You have a company sponsored membership in the Lions Club.  Is the cost of the membership allowable? 

The answer is no.  This is a membership in a civic or community organization, FAR 31.205-1(f)(7).  
5. You attend a technical information seminar for two days.  Is the cost of the seminar and your time allowable? 

The answer is yes.  Since the principal purpose of the seminar is the dissemination of trade, business, technical or professional information, the cost of the seminar and your time are allowable, FAR 31.205-43(c).

6. You are working in the booth at a trade show where significant foreign customers are present.  Do you charge your time to an allowable charge number? 

The answer is yes.  The cost to promote export sales of products normally sold to the U.S. Government, including the costs of exhibiting and demonstrating such products is allowable, FAR 31.205-38(c)(2).  

7. You are holding a departmental team building session for two hours on Thursday from 10-12 am.  You conclude the meeting at lunchtime and arrange for the cafeteria to serve lunch to your employees.  Is the cost of that food allowable? 

The answer is no.  The cost of amusement, diversions, social activities and any directly associated costs are unallowable, FAR 31.205-14.  In addition, the principal purpose of the luncheon was not to disseminate trade, business, technical or professional information, FAR 31.205-43(c).

8. Your boss wants you get involved in the local Chamber of Commerce.  Is the cost of your membership in the Chamber of Commerce allowable?  

The answer is yes.  The cost of membership in trade, business, technical, and professional organizations is allowable, FAR 31.205-43(a).  The Chamber of Commerce is considered a business organization.
9. You purchase three boxes of pens with the Northrop Grumman logo to distribute to customers at an international trade show.  Is the cost of the pens allowable?

The answer is no.  The cost of promotional material, motion pictures, videotapes, brochures, handouts, magazines, and other media that are designed to call favorable attention to the company and its activities are unallowable, FAR 31.205-1(f)(5).

10. You manage a company sponsored golf league to improve the physical fitness of employees.  You purchase 30 XXXL golf shirts for the league.  Is the cost of the shirts allowable? 
The answer is yes. The costs of employees’ participation in company sponsored sports teams or employee organizations designed to improve company loyalty, teamwork, or physical fitness is an allowable cost, FAR 31.205-13(c).

11. You attend a domestic trade show gathering technical information.  Do you charge your time and travel costs to allowable charge numbers. 

The answer is yes.  Your principal purpose of attending the trade show is to gathering technical information, FAR 31.205-43(c) not promote the sale of product to domestic customers which is unallowable, FAR 31.205-1(b).

