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31.000 Scope of part.

This part contains cost principles and procedures for—
(a) The pricing of contracts, subcontracts, and modifica-
tions to contracts and subcontracts whenever cost analysis is

performed (see 15.805-3) and
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31.001 FEDERAL ACQUISITION REGULATION

(b) The determination, negotiation, or allowance of  “Allocate” means to assign an item of cost, or a group of

costs when required by a contract clause. items of cost, to one or more cost objectives. This term
includes both direct assignment of cost and the reassign-
31.001 Definitions. ment of a share from an indirect cost pool.

“Accrued benefit cost method” means an actuarial cost “Business unit” means any segment of an organization,
method under which units of benefit are assigned to each cosgr an entire business organization which is not divided into
accounting period and are valued as they acceydiased on  segments.

the services performed by each employee in the period <“Compensated personal absence” means any absence
involved. The measure of normal cost under this method forfrom work for reasons such as iliness, vacation, holidays,
each cost accounting period is the present value of the unitfury duty, military training, or personal activities for which

of benefit deemed to be credited to employees for service ingn employer pays compensation directly to an employee in
that period. The measure of the actuarial liability at a plan’s 53ccordance with a plan or custom of the employer.

inception date is the present value of the units of benefit cred-  «cggt input” means the cost, except general and admin-
ited to employees for service prior to that date. (This method;srative (G&A) expenses, which for contract costing

is "3'50 known as the U”,i,t credit cost method.) _ purposes is allocable to the production of goods and ser-
Accumulating costs” means collecting cost data in an \jiceg during a cost accounting period.

org‘anized manner, su'c,:h as through a system of gccounts. “Cost objective,” as used in this part (other than Subpart
Actual cash value” means the cost of replacing dam- 31 gy means a function, organizational subdivision, con-
aged property with other property of like kind and quality in tract, or other work unit for which cost data are desired and

the physical condition of the property immediately before for which provision is made to accumulate and measure the

the damage. : o .
. . cost of processes, products, jobs, capitalized projects, etc.
“Actual costs,” as used in this part (other than Subpart P b J b prol

: . “Cost of capital committed to facilities” means an
31.6), means amounts determined on the basis of costlsm uted cost determined by apolving a cost of money rate
incurred, as distinguished from forecasted costs. Actual P y appying y

) . . to facilities capital.
costs include standard costs properly adjusted for applicable ™ I
variances Deferred compensation” means an award made by an
“ : N - employer to compensate an employee in a future cost
Actuarial assumption” means a prediction of future con- : : . . )
accounting period or periods for services rendered in one or

ditions affecting pension costs.g, mortality rate, h i iods before the date of th int
employee turnover, compensation levels, pension fund earni"0r€ cost accounting periods betore the date ot Ine receip

ings, and changes in values of pension funds assets. of compensation by the employee. This definition shall not
“Actuarial cost method” means a technique which usesinclude the amount of year end accruals for salaries, wages,

actuarial assumptions to measure the present value of futur@" bonuses that are to be paid within a reasonable period of

pension benefits and pension fund administrative expensesiMe after the end of a cost accounting period. _
“Defined-benefit pension plan” means a pension plan in

and which assigns the cost of such benefits and expenses to_ - | ¢ H
cost accounting periods. which the benefits to be paid, or the basis for determining

“Actuarial gain and loss” means the effect on pension such benefits, are established in advance and the contribu-
cost resulting from differences between actuarial assump-tions are intended to provide the stated benefits. _
tions and actual experience. “Defined-contribution pension plan” means a pension

“Actuarial liability” means pension cost attributable, Plan in which the contributions to be made are established

under the actuarial cost method in use, to years before thd advance and the benefits are determined thereby.

date of a particular actuarial valuation. As of such date, the “Directly associated cost” means any cost which is gen-
actuarial liability represents the excess of the present valueerated solely as a result of the incurrence of another cost,
of the future benefits and administrative expenses over theand which would not have been incurred had the other cost
present value of future contributions, for the normal cost for not been incurred.

all plan participants and beneficiaries. The excess of the “Estimating costs” means the process of forecasting a
actuarial liability over the value of the assets of a pensionfuture result in terms of cost, based upon information avail-
plan is the unfunded actuarial liability. able at the time.

“Actuarial valuation” means the determination, as of a  “Expressly unallowable cost” means a particular item or
specified date, of the normal cost, actuarial liability, value type of cost which, under the express provisions of an
of the assets of a pension fund, and other relevant values foapplicable law, regulation, or contract, is specifically named
the pension plan. and stated to be unallowable.
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PART 31—CONTRACT COST PRINCIPLES AND PROCEDURES 31.001

“Facilities capital” means the net book value of tangible  “Insurance administration expenses” means the contrac-
capital assets and of those intangible capital assets that ar®r’s costs of administering an insurance program; the
subject to amortization. costs of operating an insurance or risk-management depart-

“Final cost objective,” as used in this part (other than ment, processing claims, actuarial fees, and service fees
Subparts 31.3 and 31.6), means a cost objective that hapaid to insurance companies, trustees, or technical consul-
allocated to it both direct and indirect costs and, in the con-tants.
tractor's accumulation system, is one of the final “Intangible capital asset” means an asset that has no
accumulation points. physical substance, has more than minimal value, and is

“Fiscal year,” as used in this part, means the accountingexpected to be held by an enterprise for continued use or
period for which annual financial statements are regularly possession beyond the current accounting period for the
prepared, generally a period of 12 months, 52 weeks, or 5Jdenefits it yields.
weeks. “Job,” as used in this part, means a homogeneous cluster

“Funded pension cost,” as used in this part, means theof work tasks, the completion of which serves an enduring
portion of pension costs for a current or prior cost account-purpose for the organization. Taken as a whole, the collec-
ing period that has been paid to a funding agency. tion of tasks, duties, and responsibilities constitutes the

“General and administrative (G&A) expense” means assignment for one or more individuals whose work is of the
any management, financial, and other expense which issame nature and is performed at the same skill/responsibil-
incurred by or allocated to a business unit and which is fority level—as opposed to a position, which is a collection of
the general management and administration of the busitasks assigned to a specific individual. Within a job, there
ness unit as a whole. G&A expense does not include thosenay be pay categories which are dependent on the degree of
management expenses whose beneficial or causal relasupervision required by the employee while performing
tionship to cost objectives can be more directly measuredassigned tasks which are performed by all persons with the
by a base other than a cost input base representing theame job.
total activity of a business unit during a cost accounting  “Job class of employees,” as used in this part, means
period. employees performing in positions within the same job.

“Home office” means an office responsible for directing “Labor cost at standard” means a preestablished measure
or managing two or more, but not necessarily all, segmentsof the labor element of cost, computed by multiplying labor-
of an organization. It typically establishes policy for, and rate standard by labor-time standard.
provides guidance to, the segments in their operations. It “Labor market,” as used in this part, means a place where
usually performs management, supervisory, or administra-individuals exchange their labor for compensation. Labor
tive functions, and may also perform service functions in markets are identified and defined by a combination of the
support of the operations of the various segments. An orgafollowing factors—
nization which has intermediate levels, such as groups, may (1) Geography,

have several home offices which report to a common home (2) Education and/or technical background required,

office. An intermediate organization may be both a segment (3) Experience required by the job,

and a home office. (4) Licensing or certification requirements,
“Immediate-gain actuarial cost method” means any of (5) Occupational membership, and

the several actuarial cost methods under which actuarial (6) Industry.

gains and losses are included as part of the unfunded actu- “Labor-rate standard” means a preestablished measure,

arial liability of the pension plan, rather than as part of the expressed in monetary terms, of the price of labor.

normal cost of the plan. “Labor-time standard” means a preestablished measure,
“Independent research and development (IR&D) cost” expressed in temporal terms, of the quantity of labor.

means the cost of effort which is neither sponsored by a “Material cost at standard” means a preestablished mea-

grant, nor required in performing a contract, and which falls sure of the material elements of cost, computed by

within any of the following four areas— multiplying material-price standard by material-quantity
(a) Basic research, standard.
(b) Applied research, “Material-price standard” means a preestablished mea-
(c) Development, and sure, expressed in monetary terms, of the price of material.
(d) Systems and other concept formulation studies. “Material-quantity standard” means a preestablished

“Indirect cost pools,” as used in this part (other than measure, expressed in physical terms, of the quantity of
Subparts 31.3 and 31.6), means groupings of incurred costsaterial.
identified with two or more cost objectives but not identi- “Moving average cost” means an inventory costing
fied specifically with any final cost objective. method under which an average unit cost is computed after
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31.001 FEDERAL ACQUISITION REGULATION

each acquisition by adding the cost of the newly acquired “Proposal” means any offer or other submission used as
units to the cost of the units of inventory on hand and divid- a basis for pricing a contract, contract modification, or ter-
ing this figure by the new total number of units. mination settlement or for securing payments thereunder.

“Normal cost” means the annual cost attributable, under  “Residual value” means the proceeds, less removal and
the actuarial cost method in use, to years subsequent to disposal costs, if any, realized upon disposition of a tangible
particular valuation date. capital asset. It usually is measured by the net proceeds

“Original complement of low cost equipment” means a from the sale or other disposition of the asset, or its fair
group of items acquired for the initial outfitting of a tangi- value if the asset is traded in on another asset. The estimated
ble capital asset or an operational unit, or a new addition toresidual value is a current forecast of the residual value.
either. The items in the group individually cost less than the  “Segment” means one of two or more divisions, product
minimum amount established by the contractor for capital- departments, plants, or other subdivisions of an organiza-
ization for the classes of assets acquired but in the aggregatton reporting directly to a home office, usually identified
they represent a material investment. The group, as a comwith responsibility for profit and/or producing a product or
plement, is expected to be held for continued serviceservice. The term includes Government-owned contractor-
beyond the current period. Initial outfitting of the unit is operated (GOCO) facilities, and joint ventures and
completed when the unit is ready and available for normal subsidiaries (domestic and foreign) in which the organiza-
operations. tion has a majority ownership. The term also includes those

“Pay-as-you-go cost method” means a method of recog-joint ventures and subsidiaries (domestic and foreign) in
nizing pension cost only when benefits are paid to retiredwhich the organization has less than a majority of owner-
employees or their beneficiaries. ship, but over which it exercises control.

“Pension plan” means a deferred compensation plan “Self-insurance” means the assumption or retention of
established and maintained by one or more employers tahe risk of loss by the contractor, whether voluntarily or
provide systematically for the payment of benefits to plan involuntarily. Self-insurance includes the deductible portion
participants after their retiremenfspvided,that the bene-  of purchased insurance.
fits are paid for life or are payable for life at the option of  “Self-insurance charge” means a cost which represents
the employees. Additional benefits such as permanent andhe projected average loss under a self-insurance plan.
total disability and death payments, and survivorship pay- “Service life” means the period of usefulness of a tangi-
ments to beneficiaries of deceased employees may be able capital asset (or group of assets) to its current owner.
integral part of a pension plan. The period may be expressed in units of time or output. The

“Pension plan participant” means any employee or for- estimated service life of a tangible capital asset (or group of
mer employee of an employer or any member or former assets) is a current forecast of its service life and is the
member of an employee organization, who is or may period over which depreciation cost is to be assigned.
become eligible to receive a benefit from a pension plan “Spread-gain actuarial cost method” means any of the
which covers employees of such employer or members ofseveral projected benefit actuarial cost methods under
such organization who have satisfied the plan’s participa-which actuarial gains and losses are included as part of the
tion requirements, or whose beneficiaries are receiving orcurrent and future normal costs of the pension plan.
may be eligible to receive any such benefit. A participant  “Standard cost” means any cost computed with the use of
whose employment status with the employer has not beerpreestablished measures.
terminated is an active participant of the employer’s pension “Tangible capital asset” means an asset that has physical

plan. substance, more than minimal value, and is expected to be
“Pricing” means the process of establishing a reasonableheld by an enterprise for continued use or possession
amount or amounts to be paid for supplies or services. beyond the current accounting period for the services it

“Profit center,” as used in this part (other than Subpartsyields.
31.3 and 31.6), means the smallest organizationally inde- “Termination gain or loss” means an actuarial gain or
pendent segment of a company charged by managemeribss resulting from the difference between the assumed and
with profit and loss responsibilities. actual rates at which pension plan participants separate from
“Projected average loss” means the estimated long-termemployment for reasons other than retirement, disability, or
average loss per period for periods of comparable exposuraleath.
to risk of loss. “Unallowable cost” means any cost which, under the
“Projected benefit cost method” means any of the severalprovisions of any pertinent law, regulation, or contract, can-
actuarial cost methods which distribute the estimated totalnot be included in prices, cost-reimbursements, or
cost of all the employees’ prospective benefits over a periodsettlements under a Government contract to which it is allo-
of years, usually their working careers. cable.
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PART 31—CONTRACT COST PRINCIPLES AND PROCEDURES 31.104

“Unfunded pension plan,” as used in this part, means a31.102 Fixed-price contracts.
defined benefit pension plan for which no funding agency is  The applicable subparts of Part 31 shall be used in the

established for the accumulation of contributions. pricing of fixed-price contracts, subcontracts, and modifica-
“Variance” means the difference between a preestab-tions to contracts and subcontracts whenever (a) cost
lished measure and an actual measure. analysis is performed, or (b) a fixed-price contract clause

“Weighted average cost” means an inventory costing requires the determination or negotiation of costs. However,
method under which an average unit cost is computed periapplication of cost principles to fixed-price contracts and
odically by dividing the sum of the cost of beginning Subcontracts shall not be construed as a requirement to nego-
inventory plus the cost of acquisitions by the total number tiate agreements on individual elements of cost in arriving at
of units included in these two categories. agreement on the total price. The final price accepted by the

parties reflects agreement only on the total price. Further,

notwithstanding the mandatory use of cost principles, the
r Objective will continue to be to negotiate prices that are fair
and reasonable, cost and other factors considered.

31.002 Availability of accounting guide.

Contractors needing assistance in developing o
improving their accounting systems and procedures may
request a copy of the guide entitled “Guidance for New

Contractors” (DCAAP 7641.90). The guide is available 31:103 Contracts with commercial organizations.
This category includes all contracts and contract

from: e . . .
modifications for supplies, services, or experimental, devel-
Headquarters, Defense Contract Audit Agency opmental, or research work negotiated with organizations
Operating Administrative Office other than educational institutions (see 31.104), construc-
8725 John J Kingman Road, Suite 2135 tion and architect-engineer contracts (see 31.105), State and
Fort Belvoir VA 22060-6219 local governments (see 31.107) and nonprofit organizations
Telephone No. (703) 767-1066 (see 31.108) on the basis of cost.
Telefax No. (703) 767-1061 (&) The cost principles and procedures in Subpart 31.2
and agency supplements shall be used in pricing negotiated
Subpart 31.1—Applicability supply, service, experiment.a_l, dgvelop_mental, and.research
contracts and contract modifications with commercial orga-
31.100 Scope of subpart. nizations whenever cost analysis is performed as required
by 15.805-3.

This subpart describes the applicability of the cost prin-
ciples and procedures in succeeding subparts of this part to
various types of contracts and subcontracts. It also describe
the need for advance agreements.

(b) In addition, the contracting officer shall incorporate
e cost principles and procedures in Subpart 31.2 and
agency supplements by reference in contracts with com-
mercial organizations as the basis for—
(1) Determining reimbursable costs under—

(i) Cost-reimbursement contracts and cost-reim-
bursement subcontracts under these contracts performed by
Lommercial organizations and

31.101 Objectives.

In recognition of differing organizational characteris-
tics, the cost principles and procedures in the succeedin
subparts are grouped basically by organizational tygs; (i) The cost-reimbursement portion of time-and-

comm”erck;gl concerns a”‘?d eer]Jcatlone;]I Institutions. The materials contracts except when material is priced on a basis
overall objective is to provide that, to the extent practica- ju o than at cost (see 16.601(b)(3)):

bl_e, all organizations of simil_ar _types doing similar work (2) Negotiating indirect cost rates (see Subpart 42.7);
will follow the same cost principles and procedures. To (3) Proposing, negotiating, or determining costs
achieve this uniformity, individual deviations concerning ,nder terminated contracts (see 49.103 and 49.113);

cost principles require advance approval of the agency (4) Price revision of fixed-price incentive contracts
head or designee. Class deviations for the civilian agencieszSee 16.204 and 16.403);

require advance approval of the Civilian Agency (5) Price redetermination of price redetermination
Acquisition Council. Class deviations for the National contracts (see 16.205 and 16.206); and

Aeronautics and Space Administration require advance (6) Pricing changes and other contract modifications.

approval of the Associate Administrator for Procurement.

Class deviations for the Department of Defense require31.104 Contracts with educational institutions.

advance approval of the Director of Defense Procurement, This category includes all contracts and contract modifi-
Office of the Under Secretary of Defense for Acquisition cations for research and development, training, and other
and Technology. work performed by educational institutions.
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(&) The contracting officer shall incorporate the cost neer contracts. When appropriate, they serve to express the
principles and procedures in Subpart 31.3 by reference inparties’ understanding and avoid possible subsequent dis-
cost-reimbursement contracts with educational institutions putes or disallowances.
as the basis for— (2) “Construction equipment,” as used in this section,

(1) Determining reimbursable costs under the con- means equipment (including marine equipment) in sound
tracts and cost-reimbursement subcontracts thereundeworkable condition, either owned or controlled by the con-

performed by educational institutions; tractor or the subcontractor at any tier, or obtained from a
(2) Negotiating indirect cost rates; and commercial rental source, and furnished for use under
(3) Settling costs of cost-reimbursement terminated Government contracts.

contracts (see Subpart 49.3 and 49.109-7). (i) Allowable ownership and operating costs shall

(b) The cost principles in this subpart are to be used as @e determined as follows:
guide in evaluating costs in connection with negotiating (A) Actual cost data shall be used when such
fixed-price contracts and termination settlements. data can be determined for both ownership and operations
costs for each piece of equipment, or groups of similar ser-
31.105 Construction and architect-engineer contracts. ial or series equipment, from the contractor’s accounting

(a) This category includes all contracts and contract records. When such costs cannot be so determined, the con-
modifications negotiated on the basis of cost with organiza-tracting agency may specify the use of a particular schedule
tions other than educational institutions (see 31.104), Stateof predetermined rates or any part thereof to determine own-
and local governments (see 31.107), and nonprofit organi-ership and operating costs of construction equipment (see
zations except those exempted under OMB Circular A-122 subdivisions (d)(2)(i)(B) and (C) of this section). However,
(see 31.108) for construction management or construction,costs otherwise unallowable under this part shall not
alteration or repair of buildings, bridges, roads, or other become allowable through the use of any schedule (see
kinds of real property. It also includes architect-engineer 31.109(c)). For example, schedules need to be adjusted for
contracts related to construction projects. It does not includeGovernment contract costing purposes if they are based on
contracts for vessels, aircraft, or other kinds of personalreplacement cost, include unallowable interest costs, or use
property. improper cost of money rates or computations. Contracting

(b) Except as otherwise provided in (d) below, the cost officers should review the computations and factors
principles and procedures in Subpart 31.2 shall be used in théncluded within the specified schedule and ensure that unal-
pricing of contracts and contract modifications in this cate- lowable or unacceptably computed factors are not allowed
gory if cost analysis is performed as required by 15.805-3. in cost submissions.

(c) In addition, the contracting officer shall incorporate (B) Predetermined schedules of construction
the cost principles and procedures in Subpart 31.2 (as modequipment use rate.}, the Construction Equipment
ified by (d) below by reference in contracts in this category Ownership and Operating Expense Schedule, published by
as the basis for— the U.S. Army Corps of Engineers, industry sponsored con-

(1) Determining reimbursable costs under cost-reim- struction equipment cost guides, or commercially published
bursement contracts, including cost-reimbursementschedules of construction equipment use cost) provide aver-

subcontracts thereunder; age ownership and operating rates for construction
(2) Negotiating indirect cost rates; equipment. The allowance for operating costs may include
(3) Proposing, negotiating, or determining costs costs for such items as fuel, filters, oil, and grease; servic-
under terminated contracts; ing, repairs, and maintenance; and tire wear and repair.
(4) Price revision of fixed-price incentive contracts; Costs of labor, mobilization, demobilization, overhead, and
and profit are generally not reflected in schedules, and separate
(5) Pricing changes and other contract modifications. consideration may be necessary.
(d) Except as otherwise provided in this paragraph (d), (C) When a schedule of predetermined use

the allowability of costs for construction and architect-engi- rates for construction equipment is used to determine direct
neer contracts shall be determined in accordance withcosts, all costs of equipment that are included in the cost
Subpart 31.2. allowances provided by the schedule shall be identified and
(1) Because of widely varying factors such as the eliminated from the contractor’s other direct and indirect
nature, size, duration, and location of the construction pro-costs charged to the contract. If the contractor’s accounting
ject, advance agreements as set forth in 31.109, for suclsystem provides for site or home office overhead alloca-
items as home office overhead, partners’ compensationtions, all costs which are included in the equipment
employment of consultants, and equipment usage costs, arallowances may need to be included in any cost input base
particularly important in construction and architect-engi- before computing the contractor’s overhead rate. In periods
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PART 31—CONTRACT COST PRINCIPLES AND PROCEDURES 31.106-2

of suspension of work pursuant to a contract clause, the (b) Negotiating indirect cost rates; and
allowance for equipment ownership shall not exceed an (c) Determining costs of terminated contracts when the
amount for standby cost as determined by the schedule ocontractor elects to “voucher out” costs (see Subpart 49.3),
contract provision. and for settlement by determination (see 49.109-7).
(i) Reasonable costs of renting construction

equipment are allowable (but see paragraph (C) of this sub31.106-2 Exceptions to general rules on allowability and
section). allocability.

(A) Costs, such as maintenance and minor or  (a) A contractor’s established accounting system and
running repairs incident to operating such rented equipmentprocedures are normally directed to the equitable allocation

that are not included in the rental rate are allowable. of costs to the types of products which the contractor pro-
(B) Costs incident to major repair and overhaul duces or services rendered in the course of normal operating
of rental equipment are unallowable. activities. The acquisition of, or work on, facilities for the

(C) The allowability of charges for construc- Government normally does not involve the manufacturing
tion equipment rented from any division, subsidiary, or processes, plant departmental operations, cost patterns of
organization under common control, will be determined in work, administrative and managerial control, or clerical
accordance with 31.205-36(b)(3). effort usual to production of the contractor’s normal prod-

(3) Costs incurred at the job site incident to perform- ucts or services.
ing the work, such as the cost of superintendence, (b) Advance agreements (see 31.109) should be made
timekeeping and clerical work, engineering, utility costs, between the contractor and the contracting officer as to indi-
supplies, material handling, restoration and cleanup, etc.rect cost items to be applied to the facilities acquisition. A
are allowable as direct or indirect costs, provided the contractor’s normal accounting practice for allocating indi-
accounting practice used is in accordance with the contractect costs to the acquisition of contractor facilities may
tor’s established and consistently followed cost accountingrange from charging all these costs to this acquisition to not
practices for all work. charging any. When necessary to produce an equitable

(4) Rental and any other costs, less any applicableresult, the contractor’s usual method of allocating indirect
credits incurred in acquiring the temporary use of land, cost shall be varied, and appropriate adjustment shall be
structures, and facilities are allowable. Costs, less anymade to the pools of indirect cost and the bases of their
applicable credits, incurred in constructing or fabricating distribution.
structures and facilities of a temporary nature are allowable. (c) The purchase of completed facilities (or services in

connection with the facilities) from outside sources does not

31.106 Facilities contracts. involve the contractor’s direct labor or indirect plant main-
tenance personnel. Accordingly, indirect manufacturing and
31.106-1 Applicable cost principles. plant overhead costs, which are primarily incurred or gener-

The cost principles and procedures applicable to theated by reason of direct labor or maintenance labor
evaluation and determination of costs under facilities con- operations, are not allocable to the acquisition of such
tracts (as defined in 45.301), and subcontracts thereundeffacilities.
will be governed by the type of entity to which a facilities (d) Contracts providing for the installation of new facil-
contract is awarded. Except as otherwise provided inities or the rehabilitation of existing facilities may involve
31.106-2 of this section, Subpart 31.2 applies to facilities the use of the contractor’s plant maintenance labor, as dis-
contracts awarded to commercial organizations; Subparttinguished from direct labor engaged in the production of
31.3 applies to facilities contracts awarded to educationalthe company’s normal products. In such instances, only
institutions; and 31.105 applies to facilities contracts those types of indirect manufacturing and plant operating
awarded to construction contractors. Whichever cost princi- costs that are related to or incurred by reason of the expen-
ples are appropriate will be used in the pricing of facilities ditures of the classes of labor used for the performance of
contracts and contract modifications if cost analysis is per-the facilities work may be allocated to the facilities contract.
formed as required by 15.805-3. In addition, the contracting Thus, a facilities contract which involves the use of plant
officer shall incorporate the cost principles and proceduresmaintenance labor only would not be subject to an alloca-
appropriate in the circumstances.d, Subpart 31.2; tion of such cost items as direct productive labor
Subpart 31.3; or 31.105) by reference in facilities contracts supervision, depreciation, and maintenance expense applic-
as the basis for— able to productive machinery and equipment, or raw

(a) Determining reimbursable costs under facilities material and finished goods storage costs.
contracts, including cost-reimbursement subcontracts there- (e) Where a facilities contract calls for the construction,
under; production, or rehabilitation of equipment or other items
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that are involved in the regular course of the contractor’s of special or unusual costs. However, an advance agreement
business by the use of the contractor’s direct labor and manis not an absolute requirement and the absence of an advance
ufacturing processes, the indirect costs normally allocatedagreement on any cost will not, in itself, affect the reason-
to all that work may be allocated to the facilities contract. ableness, allocability or the allowability under the specific

cost principles at Subparts 31.2, 31.3, 31.6, and 31.7 of that
31.106-3 Contractor’'s commercial items. cost.

If facilities constituting the contractor’s usual commer- (b) Advance agreements may be negotiated either
cial items (or only minor modifications thereof) are before or during a contract but should be negotiated before
acquired by the Government under the contract, theincurrence of the costs involved. The agreements must be in
Government shall not pay any amount in excess of the conwriting, executed by both contracting parties, and incorpo-
tractor's most favored customer price or the price of otherrated into applicable current and future contracts. An
suppliers for like quantities of the same or substantially the advance agreement shall contain a statement of its applica-
same items, whichever is lower. bility and duration.

(c) The contracting officer is not authorized by this
31.107 Contracts with State, local, and federally = 31.109 to agree to a treatment of costs inconsistent with this
recognized Indian tribal governments. part. For example, an advance agreement may not provide

(a) Subpart 31.6 provides principles and standards forthat, notwithstanding 31.205-20, interest is allowable.
determining costs applicable to contracts with State, local, (d) Advance agreements may be negotiated with a par-
and federally recognized Indian tribal governments. They ticular contractor for a single contract, a group of contracts,
provide the basis for a uniform approach to the problem of or all the contracts of a contracting office, an agency, or sev-
determining costs and to promote efficiency and better rela-eral agencies.
tionships between State, local, and federally recognized (e) The cognizant administrative contracting officer
Indian tribal governments, and Federal Government enti- (ACO), or other contracting officer established in Part 42,
ties. They apply to all programs that involve contracts with shall negotiate advance agreements except that an advance
State, local, and federally recognized Indian tribal govern- agreement affecting only one contract, or class of contracts

ments, except contracts with— from a single contracting office, shall be negotiated by a
(1) Publicly financed educational institutions subject contracting officer in the contracting office, or an ACO
to Subpart 31.3; or when delegated by the contracting officer. When the nego-

(2) Publicly owned hospitals and other providers of tiation authority is delegated, the ACO shall coordinate the
medical care subject to requirements promulgated by theproposed agreement with the contracting officer before exe-
sponsoring Government agencies. cuting the advance agreement.

(b) The Office of Management and Budget will approve (f) Before negotiating an advance agreement, the
any other exceptions in particular cases when adequate jussovernment negotiator shall—

tification is presented. (1) Determine if other contracting offices inside the
agency or in other agencies have a significant unliquidated
31.108 Contracts with nonprofit organizations. dollar balance in contracts with the same contractor;
Subpart 31.7 provides principles and standards for deter- (2) Inform any such office or agency of the matters
mining costs applicable to contracts with nonprofit under consideration for negotiation; and
organizations other than educational institutions, State and (3) As appropriate, invite the office or agency and the
local governments, and those nonprofit organizations cognizant audit agency to participate in prenegotiation dis-
exempted under OMB Circular No. A-122. cussions and/or in the subsequent negotiations.
(g) Upon completion of the negotiation, the sponsor
31.109 Advance agreements. shall prepare and distribute to other interested agencies and

(a) The extent of allowability of the costs covered in this offices, including the audit agency, copies of the executed
part applies broadly to many accounting systems in varyingagreement and a memorandum providing the information
contract situations. Thus, the reasonableness, the allocabilitgpecified in 15.808, Price negotiation memorandum, as
and the allowability under the specific cost principles at applicable.

Subparts 31.2, 31.3, 31.6, and 31.7 of certain costs may be (h) Examples of costs for which advance agreements
difficult to determine. To avoid possible subsequent disal- may be particularly important are—

lowance or dispute based on unreasonableness, unallocability (1) Compensation for personal services, including
or unallowability under the specific cost principles at but not limited to allowances for off-site pay, incentive pay,
Subparts 31.2, 31.3, 31.6, and 31.7, contracting officers andocation allowances, hardship pay, cost of living differen-
contractors should seek advance agreement on the treatmetial, and termination of defined benefit pension plans;
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(2) Use charges for fully depreciated assets; sistently applied may be used, including standard costs
(3) Deferred maintenance costs; properly adjusted for applicable variances. See 31.201-2(b)
(4) Precontract costs; and (c) for Cost Accounting Standards (CAS) requirements.
(5) Independent research and development and bid (b) While the total cost of a contract includes all costs
and proposal costs; properly allocable to the contract, the allowable costs to the
(6) Royalties and other costs for use of patents; Government are limited to those allocable costs which are
(7) Selling and distribution costs; allowable pursuant to Part 31 and applicable agency

(8) Travel and relocation costs, as related to specialsupplements.
or mass personnel movements, as related to travel via con-
tractor-owned, -leased, or -chartered aircraft; or as related t1.201-2 Determining allowability.

maximum per diem rates; (a) The factors to be considered in determining whether
(9) Costs of idle facilities and idle capacity; a cost is allowable include the following:
(10) Severance pay to employees on support service (1) Reasonableness.

contracts; (2) Allocability.
(11) Plant reconversion; (3) Standards promulgated by the CAS Board, if
(12) Professional services.@, legal, accounting, applicable; otherwise, generally accepted accounting

and engineering); principles and practices appropriate to the particular
(13) General and administrative cosesg(, corpo- circumstances.

rate, division, or branch allocations) attributable to the (4) Terms of the contract.

general management, supervision, and conduct of the con- (5) Any limitations set forth in this subpart.

tractor’s business as a whole. These costs are particularly (b) Certain cost principles in this subpart incorporate the
significant in construction, job-site, architect-engineer, measurement, assignment, and allocability rules of selected
facilities, and Government-owned contractor operated CAS and limit the allowability of costs to the amounts

(GOCO) plant contracts (see 31.203(f)); determined using the criteria in those selected standards.
(14) Costs of construction plant and equipment (see Only those CAS or portions of standards specifically made
31.105(d)); applicable by the cost principles in this subpart are manda-

(15) Costs of public relations and advertising; and  tory unless the contract is CAS-covered (see Part 30).
(16) Training and education costs (see 31.205-44(h)). Business units that are not otherwise subject to these stan-
dards under a CAS clause are subject to the selected

31.110 Indirect cost rate certification and penalties on standards only for the purpose of determining allowability
unallowable costs. of costs on Government contracts. Including the selected

(a) Certain contracts require certification of the indirect standards in the cost principles does not subject the business
cost rates proposed for final payment purposes. Seeunit to any other CAS rules and regulations. The applicabil-
42.703-2 for administrative procedures regarding the certi-ity of the CAS rules and regulations is determined by the
fication provisions and the related contract clause CAS clause, if any, in the contract and the requirements of
prescription. the standards themselves.

(b) If unallowable costs are included in final indirect cost ~ (¢) When contractor accounting practices are inconsis-
settlement proposals, penalties may be assessed. See 42.76nt with this Subpart 31.2, costs resulting from such
for administrative procedures regarding the penalty assessinconsistent practices shall not be allowed in excess of the
ment provisions and the related contract clause prescriptionamount that would have resulted from using practices con-

sistent with this subpart.

Subpart 31.2—Contracts with Commercial (d) A contractor is responsible for accounting for costs
Organizations appropriately and for maintaining records, including sup-

porting documentation, adequate to demonstrate that costs

31.201 General. claimed have been incurred, are allocable to the contract,
and comply with applicable cost principles in this subpart

31.201-1 Composition of total cost. and agency supplements. The contracting officer may dis-

(a) The total cost of a contract is the sum of the direct allow all or part of a claimed cost which is inadequately
and indirect costs allocable to the contract, incurred or to besupported.
incurred, less any allocable credits, plus any allocable cost
of money pursuant to 31.205-10. In ascertaining what con-31.201-3 Determining reasonableness.
stitutes a cost, any generally accepted method of (a) A cost is reasonable if, in its nature and amount, it
determining or estimating costs that is equitable and is con-does not exceed that which would be incurred by a prudent
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person in the conduct of competitive business. another cost, and which would not have been incurred had
Reasonableness of specific costs must be examined withihe other cost not been incurred. When an unallowable cost
particular care in connection with firms or their separate is incurred, its directly associated costs are also
divisions that may not be subject to effective competitive unallowable.

restraints. No presumption of reasonableness shall be (b) Costs which specifically become designated as unal-
attached to the incurrence of costs by a contractor. If an ini-lowable or as unallowable directly associated costs of
tial review of the facts results in a challenge of a specific unallowable costs as a result of a written decision furnished
cost by the contracting officer or the contracting officer’s by a contracting officer shall be identified if included in or
representative, the burden of proof shall be upon the con-used in computing any billing, claim, or proposal applicable

tractor to establish that such cost is reasonable. to a Government contract. This identification requirement
(b) What is reasonable depends upon a variety of con-applies also to any costs incurred for the same purpose
siderations and circumstances, including— under like circumstances as the costs specifically identified

(1) Whether it is the type of cost generally recog- as unallowable under either this paragraph or paragraph (a)
nized as ordinary and necessary for the conduct of theabove.
contractor’s business or the contract performance; (c) The practices for accounting for and presentation of
(2) Generally accepted sound business practices,unallowable costs will be those as described in 48 CFR
arm’s-length bargaining, and Federal and State laws and904.405, Accounting for Unallowable Costs.
regulations; (d) If a directly associated cost is included in a cost pool
(3) The contractor's responsibilities to the which is allocated over a base that includes the unallowable
Government, other customers, the owners of the businessgost with which it is associated, the directly associated cost

employees, and the public at large; and shall remain in the cost pool. Since the unallowable costs
(4) Any significant deviations from the contractor’s will attract their allocable share of costs from the cost pool,
established practices. no further action is required to assure disallowance of the
directly associated costs. In all other cases, the directly

31.201-4 Determining allocability. associated costs, if material in amount, must be purged from

A cost is allocable if it is assignable or chargeable to onethe cost pool as unallowable costs.
or more cost objectives on the basis of relative benefits (e)(1) In determining the materiality of a directly associ-
received or other equitable relationship. Subject to the fore-ated cost, consideration should be given to the significance
going, a cost is allocable to a Government contract if it— of—

(a) Is incurred specifically for the contract; (i) The actual dollar amount,
(b) Benefits both the contract and other work, and can (i) The cumulative effect of all directly associated
be distributed to them in reasonable proportion to the bene-costs in a cost pool, or
fits received; or (iii) The ultimate effect on the cost of Government
(c) Is necessary to the overall operation of the businesscontracts.
although a direct relationship to any particular cost objec- (2) Salary expenses of employees who participate in
tive cannot be shown. activities that generate unallowable costs shall be treated as
directly associated costs to the extent of the time spent on
31.201-5 Credits. the proscribed activity, provided the costs are material in

The applicable portion of any income, rebate, allowance, accordance with subparagraph (e)(1) above (except when
or other credit relating to any allowable cost and received bysuch salary expenses are, themselves, unallowable). The
or accruing to the contractor shall be credited to the time spent in proscribed activities should be compared to
Government either as a cost reduction or by cash refundtotal time spent on company activities to determine if the
See 31.205-6(j)(4) for rules related to refund or credit to the costs are material. Time spent by employees outside the nor-
Government upon termination of an over-funded defined mal working hours should not be considered except when it
benefit pension plan. is evident that an employee engages so frequently in com-

pany activities during periods outside normal working hours
31.201-6 Accounting for unallowable costs. as to indicate that such activities are a part of the employee’s

(a) Costs that are expressly unallowable or mutually regular duties.
agreed to be unallowable, including mutually agreed to be (3) When a selected item of cost under 31.205 pro-
unallowable directly associated costs, shall be identified andvides that directly associated costs be unallowable, it is
excluded from any billing, claim, or proposal applicable to intended that such directly associated costs be unallowable
a Government contract. A directly associated cost is anyonly if determined to be material in amount in accordance
cost which is generated solely as a result of incurring with the criteria provided in subparagraphs (e)(1) and (e)(2)
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of this section, except in those situations where allowancethese groupingse.g, building occupancy costs might be
of any of the directly associated costs involved would be separable from those of personnel administration within the
considered to be contrary to public policy. manufacturing overhead group. This necessitates selecting a
distribution base common to all cost objectives to which the
31.201-7 Construction and architect-engineer contracts.  grouping is to be allocated. The base should be selected so
Specific principles and procedures for evaluating and as to permit allocation of the grouping on the basis of the
determining costs in connection with contracts and subcon-benefits accruing to the several cost objectives. When sub-
tracts for construction, and architect-engineer contractsstantially the same results can be achieved through less
related to construction projects, are in 31.105. The applica-precise methods, the number and composition of cost
bility of these principles and procedures is set forth in groupings should be governed by practical considerations

31.000 and 31.100. and should not unduly complicate the allocation.
(c) Once an appropriate base for distributing indirect
31.202 Direct costs. costs has been accepted, it shall not be fragmented by

(a) Adirect cost is any cost that can be identified specif- removing individual elements. All items properly includ-
ically with a particular final cost objective. No final cost able in an indirect cost base should bear a pro rata share of
objective shall have allocated to it as a direct cost any costjndirect costs irrespective of their acceptance as
if other costs incurred for the same purpose in like circum- Government contract costs. For example, when a cost input
stances have been included in any indirect cost pool to bébase is used for the distribution of G&A costs, all items that
allocated to that or any other final cost objective. Costs would properly be part of the cost input base, whether
identified specifically with the contract are direct costs of allowable or unallowable, shall be included in the base and
the contract and are to be charged directly to the contractbear their pro rata share of G&A costs.

All costs specifically identified with other final cost objec- (d) The contractor’'s method of allocating indirect costs
tives of the contractor are direct costs of those costshall be in accordance with standards promulgated by the
objectives and are not to be charged to the contract directlyCAS Board, if applicable to the contract; otherwise, the
or indirectly. method shall be in accordance with generally accepted

(b) For reasons of practicality, any direct cost of minor accounting principles which are consistently applied. The

dollar amount may be treated as an indirect cost if themethod may require examination when—

accounting treatment— (1) Substantial differences occur between the cost
(1) Is consistently applied to all final cost objectives; patterns of work under the contract and the contractor’s
and other work;
(2) Produces substantially the same results as treating (2) Significant changes occur in the nature of the
the cost as a direct cost. business, the extent of subcontracting, fixed-asset improve-
ment programs, inventories, the volume of sales and
31.203 Indirect costs. production, manufacturing processes, the contractor’s prod-
(a) An indirect cost is any cost not directly identified ucts, or other relevant circumstances; or
with a single, final cost objective, but identified with two or (3) Indirect cost groupings developed for a contrac-

more final cost objectives or an intermediate cost objective.tor’s primary location are applied to offsite locations.
It is not subject to treatment as a direct cost. After direct Separate cost groupings for costs allocable to offsite loca-
costs have been determined and charged directly to the cortions may be necessary to permit equitable distribution of
tract or other work, indirect costs are those remaining to becosts on the basis of the benefits accruing to the several cost
allocated to the several cost objectives. An indirect costobjectives.
shall not be allocated to a final cost objective if other costs (e) A base period for allocating indirect costs is the cost
incurred for the same purpose in like circumstances haveaccounting period during which such costs are incurred and
been included as a direct cost of that or any other final costaccumulated for distribution to work performed in that
objective. period. The criteria and guidance in 30.406 for selecting the
(b) Indirect costs shall be accumulated by logical cost cost accounting periods to be used in allocating indirect
groupings with due consideration of the reasons for incur-costs are incorporated herein for application to contracts
ring such costs. Each grouping should be determined so asubject to full CAS coverage. For contracts subject to mod-
to permit distribution of the grouping on the basis of the ified CAS coverage and for non-CAS-covered contracts, the
benefits accruing to the several cost objectives. Commonly,base period for allocating indirect costs will normally be the
manufacturing overhead, selling expenses, and general andontractor’s fiscal year. But a shorter period may be appro-
administrative (G&A) expenses are separately grouped.priate (1) for contracts in which performance involves only
Similarly, the particular case may require subdivision of a minor portion of the fiscal year, or (2) when it is general
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practice in the industry to use a shorter period. When a con- (1) Maintaining, protecting, and enhancing the image
tract is performed over an extended period, as many basef a concern or its products; or
periods shall be used as are required to represent the period  (2) Maintaining or promoting reciprocal understand-
of contract performance. ing and favorable relations with the public at large, or any
(f) Special care should be exercised in applying the prin- segment of the public. The term public relations includes
ciples of paragraphs (b), (c), and (d) above when activities associated with areas such as advertising, cus-
Government-owned contractor-operated (GOCO) plants aretomer relations, etc.
involved. The distribution of corporate, division, or branch (b) “Advertising” means the use of media to promote the
office G&A expenses to such plants operating with little or sale of products or services and to accomplish the activities
no dependence on corporate administrative activities mayreferred to in paragraph (d) of this subsection, regardless of
require more precise cost groupings, detailed accountsthe medium employed, when the advertiser has control over

screening, and carefully developed distribution bases. the form and content of what will appear, the media in
which it will appear, and when it will appear. Advertising
31.204 Application of principles and procedures. media include but are not limited to conventions, exhibits,

(a) Costs shall be allowed to the extent they are reasonfree goods, samples, magazines, newspapers, trade papers,
able, allocable, and determined to be allowable underdirect mail, dealer cards, window displays, outdoor adver-
31.201, 31.202, 31.203, and 31.205. These criteria apply tdising, radio, and television.
all of the selected items that follow, even if particular guid-  (¢) Public relations and advertising costs include the
ance is provided for certain items for emphasis or clarity. costs of media time and space, purchased services per-

(b) Costs incurred as reimbursements or payments to &ormed by outside organizations, as well as the applicable
subcontractor under a cost-reimbursement, fixed-price portion of salaries, travel, and fringe benefits of employees
incentive, or price redeterminable type subcontract of anyengaged in the functions and activities identified in para-
tier above the first firm-fixed-price subcontract or fixed- graphs (a) and (b) of this subsection.
price subcontract with economic price adjustment (d) The only allowable advertising costs are those that
provisions are allowable to the extent that allowance is con-are—
sistent with the appropriate subpart of this Part 31 (1) Specifically required by contract, or that arise
applicable to the subcontract involved. Costs incurred asfrom requirements of Government contracts and that are
payments under firm-fixed-price subcontracts or fixed-price exclusively for—
subcontracts with economic price adjustment provisions or (i) Recruiting personnel required for performing
modifications thereto, when cost analysis was performedcontractual obligations, when considered in conjunction
under 15.805-3, shall be allowable only to the extent that thewith all other recruitment costs (but see 31.205-34);
price was negotiated in accordance with 31.102. (i) Acquiring scarce items for contract perfor-

(c) Section 31.205 does not cover every element of cost.mance; or
Failure to include any item of cost does not imply that it is (iii) Disposing of scrap or surplus materials
either allowable or unallowable. The determination of acquired for contract performance.
allowability shall be based on the principles and standards (2) Costs of activities to promote sales of products
in this subpart and the treatment of similar or related normally sold to the U.S. Government, including trade
selected items. When more than one subsection in 31.205 ishows, which contain a significant effort to promote exports
relevant to a contractor cost, the cost shall be apportionedrom the United States. Such costs are allowable, notwith-
among the applicable subsections, and the determination ostanding subparagraphs (f)(1), (f)(3), (f)(4)(ii), and (f)(5) of
allowability of each portion shall be based on the guidancethis subsection. However, such costs do not include the
contained in the applicable subsection. When a cost, tocosts of memorabiliae(g, models, gifts, and souvenirs),
which more than one subsection in 31.205 is relevant, can-alcoholic beverages, entertainment, and physical facilities
not be apportioned, the determination of allowability shall which are primarily used for entertainment rather than prod-
be based on the guidance contained in the subsection thaict promotion.
most specifically deals with, or best captures the essential (e) Allowable public relations costs include the follow-

nature of, the cost at issue. ing:
(1) Costs specifically required by contract.
31.205 Selected costs. (2) Costs of—
(i) Responding to inquiries on company policies
31.205-1 Public relations and advertising costs. and activities;
(a) “Public relations” means all functions and activities (i) Communicating with the public, press, stock-
dedicated to— holders, creditors, and customers; and
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(iii) Conducting general liaison with news media and other claims, and any directly associated costs such as

and Government public relations officers, to the extent thatcollection costs, and legal costs are unallowable.
such activities are limited to communication and liaison
necessary to keep the public informed on matters of public31.205-4 Bonding costs.
concern such as notice of contract awards, plant closings or (a) Bonding costs arise when the Government requires
openings, employee layoffs or rehires, financial informa- assurance against financial loss to itself or others by reason
tion, etc. of the act or default of the contractor. They arise also in

(3) Costs of participation in community service activ- instances where the contractor requires similar assurance.

ities (e.g, blood bank drives, charity drives, savings bond Included are such bonds as bid, performance, payment,

drives, disaster assistance, etc.). advance payment, infringement, and fidelity bonds.
(4) Costs of plant tours and open houses (but see sub- () Costs of bonding required pursuant to the terms of
paragraph (f)(5) of this subsection). the contract are allowable.

(5) Costs of keel laying, ship launching, commission- (c) Costs of bonding required by the contractor in the
ing, and roll-out ceremonies, to the extent specifically 9eneral conduct of its business are allowable to the extent

provided for by contract. that such bonding is in accordance with sound business
(f) Unallowable public relations and advertising costs practice and the rates and premiums are reasonable under

include the following: the circumstances.
(1) All public relations and advertising costs, other .
than those specified in paragraphs (d) and (e) of this sub-31-205-5 Civil defense costs.

section, whose primary purpose is to promote the sale of (a) Civildefgnse costs are those .incurred in plgnning for,
products or services by stimulating interest in a product orand protecting life and property against, the possible effects

product line (except for those costs made allowable underOf enemy attack. Costs of civil defense measures (including

31.205-38(c)), or by disseminating messages calling favor-COStS in excess of normal plant protection costs, first-aid

able attention to the contractor for purposes of enhancingtraun.Ing and sgpplles, fl_re f|g_ht|ﬂg ”a'”'f‘g qnd equipment,
. . posting of additional exit notices and directions, and other
the company image to sell the company's products or

: approved civil defense measures) undertaken on the con-
services.

. tractor’'s premises pursuant to suggestions or requirements
. (2) All costs Of. trade.sh_oyvs and other special events of civil defense authorities are allowable when allocated to
which do not contain a significant effort to promote the

¢ | ¢ duct I ld to the US all work of the contractor.
export sales of products normally SO o the U.s. (b) Costs of capital assets acquired for civil defense pur-
Government.

(3) Costs of sponsoring meetings, conventions, sym- poses are allowable through depreciation (see 31.205-11).

. . . >) (c) Contributions to local civil defense funds and pro-
posia, seminars, and other special events when the pnnmpeilects are unallowable

purpose of the event is other than dissemination of technica

information or stimulation of production. 31.205-6 Compensation for personal services.
(4) Costs of ceremonies such as— (a) General. Compensation for personal services
(i) Corporate celebrations and includes all remuneration paid currently or accrued, in
(i) New product announcements. whatever form and whether paid immediately or deferred,

(5) Costs of promotional material, motion pictures, for services rendered by employees to the contractor during
videotapes, brochures, handouts, magazines, and othehe period of contract performance (except as otherwise
media that are deSigned to call favorable attention to theprovided for in other paragraphs of this Subsection)_ It
contractor and its activities. includes, but is not limited to, salaries; wages; directors’ and

(6) Costs of souvenirs, models, imprinted clothing, executive committee members’ fees; bonuses (including
buttons, and other mementos provided to customers or th&tock bonuses); incentive awards; employee stock options,

public. and stock appreciation rights; employee stock ownership
(7) Costs of memberships in civic and community plans; employee insurance; fringe benefits; contributions to
organizations. pension, other postretirement benefits, annuity, and

employee incentive compensation plans; and allowances for

31.205-2 [Reserved] off-site pay, incentive pay, location allowances, hardship
pay, severance pay, and cost of living differential.

31.205-3 Bad debts. Compensation for personal services is allowable subject to

Bad debts, including actual or estimated losses arisingthe following general criteria and additional requirements
from uncollectible accounts receivable due from customerscontained in other parts of this cost principle:
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(1) Compensation for personal services must be for significance of factors will vary according to circumstances.
work performed by the employee in the current year andIn administering this principle, it is recognized that not
must not represent a retroactive adjustment of prior years’every compensation case need be subjected in detail to the
salaries or wages (but see 31.205-6(g), (h), (j), (k), (m), andtests described in this cost principle. The tests need be
(o) of this subsection). applied only when a general review reveals amounts or

(2) The compensation in total must be reasonable fortypes of compensation that appear unreasonable or unjusti-
the work performed; however, specific restrictions on indi- fied. Based on an initial review of the facts, contracting
vidual compensation elements must be observed where thepfficers or their representatives may challenge the reason-
are prescribed. ableness of any individual element or the sum of the

(3) The compensation must be based upon and con-4ndividual elements of compensation paid or accrued to par-
form to the terms and conditions of the contractor’s ticular employees or job classes of employees. In such
established compensation plan or practice followed so con-cases, there is no presumption of reasonableness and, upon
sistently as to imply, in effect, an agreement to make thechallenge, the contractor must demonstrate the reasonable-
payment. ness of the compensation item in question. In doing so, the

(4) No presumption of allowability will exist where contractor may introduce, and the contracting officer will
the contractor introduces major revisions of existing com- consider, not only any circumstances surrounding the com-
pensation plans or new plans and the contractor— pensation item challenged, but also the magnitude of other

() Has not notified the cognizant ACO of the compensation elements which may be lower than would be
changes either before their implementation or within a rea-considered reasonable in themselves. However, the con-
sonable period after their implementation, and tractor’s right to introduce offsetting compensation

(i) Has not provided the Government, either elements into consideration is subject to the following
before implementation or within a reasonable period after it, limitations:
an opportunity to review the allowability of the changes. (i) Offsets will be considered only between the

(5) Costs that are unallowable under other paragraphsallowable elements of an employee’s (or a job class of
of this Subpart 31.2 shall not be allowable under this sub-employees’) compensation package or between the com-
section 31.205-6 solely on the basis that they constitutepensation packages of employees in jobs within the same
compensation for personal services. job grade or level.

(b) Reasonablenessthe compensation for personal (ii) Offsets will be considered only between the
services paid or accrued to each employee must be reasorallowable portion of the following compensation elements
able for the work performed. Compensation will be of employees or job classes of employees:

considered reasonable if each of the allowable elements (A) Wages and salaries.

making up the employee’s compensation package is reason- (B) Incentive bonuses.

able. This paragraph addresses the reasonableness of (C) Deferred compensation.

compensation, except when the compensation is set by pro- (D) Pension and savings plan benefits.
visions of a labor-management agreement under terms of (E) Health insurance benefits.

the Federal Labor Relations Act or similar state statutes. (F) Life insurance benefits.

The tests for reasonableness of labor-management agree- (G) Compensated personal absence benefits.

ments are set forth in paragraph (c) of this subsection. InHowever, any of the above elements or portions thereof,
addition to the provisions of 31.201-3, in testing the reason-whose amount is not measurable, shall not be introduced or
ableness of individual elements for particular employees orconsidered as an offset item.
job classes of employees, consideration should be given to (iii) In considering offsets, the magnitude of the
factors determined to be relevant by the contracting officer.compensation elements in question must be taken into
(1) Among others, factors which may be relevant account. In determining the magnitude of compensation
include general conformity with the compensation practices elements, the timing of receipt by the employee must be
of other firms of the same size, the compensation practicesonsidered.
of other firms in the same industry, the compensation prac- (2) Compensation costs under certain conditions give
tices of firms in the same geographic area, the compensationise to the need for special consideration. Among such con-
practices of firms engaged in predominantly non- ditions are the following:
Government work, and the cost of comparable services (i) Compensation to (A) owners of closely held
obtainable from outside sources. The appropriate factorscorporations, partners, sole proprietors, or members of their
for evaluating the reasonableness of compensation dependnmediate families, or (B) persons who are contractually
on the degree to which those factors are representative o€ommitted to acquire a substantial financial interest in the
the labor market for the job being evaluated. The relative contractor’s enterprise. Determination should be made that
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salaries are reasonable for the personal services rendered (1) The contractor has been permitted an opportunity
rather than being a distribution of profits. Compensation in to justify the costs; and

lieu of salary for services rendered by partners and sole pro- (2) Due consideration has been given to whether
prietors will be allowed to the extent that it is reasonable unusual conditions pertain to Government contract work,
and does not constitute a distribution of profits. For closely imposing burdens, hardships, or hazards on the contractor’s
held corporations, compensation costs covered by this subemployees, for which compensation that might otherwise
division shall not be recognized in amounts exceeding thoseappear unreasonable is required to attract and hold neces-
costs that are deductible as compensation under the Internadary personnel.

Revenue Code and regulations under it. (d) Form of payment(1l) Compensation for personal

(i) Any change in a contractor’s compensation services includes compensation paid or to be paid in the
policy that results in a substantial increase in the contrac-future to employees in the form of cash, corporate securi-
tor’'s level of compensation, particularly when it was ties, such as stocks, bonds, and other financial instruments
concurrent with an increase in the ratio of Government con-(see paragraph (d)(2) of this subsection regarding valua-
tracts to other business, or any change in the treatment ofion), or other assets, products, or services.
allowability of specific types of compensation due to (2) When compensation is paid with securities of the
changes in Government policy. Contracting officers or their contractor or of an affiliate, the following additional restric-
representatives should normally challenge increased costsions apply:
where major revisions of existing compensation plans or () Valuation placed on the securities shall be the
new plans are introduced by the contractor, and thefair market value on the measurement date the first date
contractor— the number of shares awarded is known) determined upon

(A) Has not notified the cognizant ACO of the the most objective basis available.
changes either before their implementation or within a rea- (iiy Accruals for the cost of securities before issu-
sonable period after their implementation; and ing the securities to the employees shall be subject to
(B) Has not provided the Government, either adjustment according to the possibilities that the employees
before implementation or within a reasonable period after it, will not receive the securities and that their interest in the
an opportunity to review the reasonableness of the changesaccruals will be forfeited.

(iif) The contractor’s business is such thatits com-  (e) Domestic and foreign differential payl) When
pensation levels are not subject to the restraints thatpersonal services are performed in a foreign country, com-
normally occur in the conduct of competitive business. pensation may also include a differential that may properly

(iv) The contractor incurs costs for compensation consider all expenses associated with foreign employment
in excess of the amounts which are deductible under thesuch as housing, cost of living adjustments, transportation,
Internal Revenue Code and regulations issued under it.  bonuses, additional Federal, State, local or foreign income

(c) Labor-management agreementsf costs of com- taxes resulting from foreign assignment, and other related
pensation established under “arm’s length” negotiated expenses.
labor-management agreements are otherwise allowable, the (2) Differential allowances for additional Federal,
costs are reasonable if, as applied to work in performing State, or local income taxes resulting from domestic assign-
Government contracts, they are not determined to be unwarments are unallowable.
ranted by the character and circumstances of the work or (f) Bonuses and incentive compensati@h). Incentive
discriminatory against the Government. The application of compensation for management employees, cash bonuses,
the provisions of a labor-management agreement designeduggestion awards, safety awards, and incentive compensa-
to apply to a given set of circumstances and conditions oftion based on production, cost reduction, or efficient
employment €.g, work involving extremely hazardous performance are allowable provided the awards are paid or
activities or work not requiring recurrent use of overtime) accrued under an agreement entered into in good faith
is unwarranted when applied to a Government contractbetween the contractor and the employees before the ser-
involving significantly different circumstances and condi- vices are rendered or pursuant to an established plan or
tions of employmentg.g, work involving less hazardous policy followed by the contractor so consistently as to
activities or work continually requiring use of overtime). It imply, in effect, an agreement to make such payment and
is discriminatory against the Government if it results in the basis for the award is supported.
employee compensation (in whatever form or name) in (2) When the bonus and incentive compensation pay-
excess of that being paid for similar non-Government work ments are deferred, the costs are subject to the requirements
under comparable circumstances. Disallowance of costsof subparagraph (f)(1) of this subsection and of paragraph
will not be made under this paragraph (c) unless— (k) of this subsection.
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(g) Severance payl) Severance pay, also commonly activities at, a United States facility in that country at the
referred to as dismissal wages, is a payment in addition torequest of the government of that country; this does not
regular salaries and wages by contractors to workers whosepply if the closing of a facility or curtailment of activities
employment is being involuntarily terminated. Payments is made pursuant to a status-of-forces or other country-to-
for early retirement incentive plans are covered in para- country agreement entered into with the government of that
graph (j)(7). country before November 29, 1989. 10 U.S.C. 2324(e)(3)

(2) Severance pay to be allowable must meet the gen-and 41 U.S.C. 256(e)(2) permit the head of the agency, or
eral allowability criteria in subdivision (g)(2)()) of this designee, to waive these cost allowability limitations under
subsection, and, depending upon whether the severance igertain circumstances (see 37.113 and the solicitation provi-
normal or abnormal, criteria in subdivision (g)(2)(ii) for sjon at 52.237-8).
normal severance pay or subdivision (g)(2)(iii) for abnor- () Backpay.(1) Backpay resulting from violations of
mal severance pay also apply. In addition, paragraph (9)(3)rederal labor laws or the Civil Rights Act of 1964.
of this subsection applies if the severance cost is for foreignBaCkpay may result from a negotiated settlement, order, or
nationals employed outside the United States. court decree that resolves a violation of Federal labor laws

() Severance pay is allowable only to the extent o the Civil Rights Act of 1964. Such backpay falls into two
that, in each case, it is required by (A) law; (B) employer- c4ieqories: one requiring the contractor to pay employees
employee agreement; (C) established policy that 5qqitional compensation for work performed for which they
constitutes, in effect, an implied agreement on the contrac-qre underpaid, and the other resulting from other viola-
tor's part; or (D) circumstgnces of the particular tions, such as when the employee was improperly
employment. Payments made in the event of employmentyisharged, discriminated against, or other circumstances
with a rgplacement conj[ractor where cont'mun_y of employ- for which the backpay was not additional compensation for
ment with Cre‘?"t for prior Ieng'Fh of service is preserved work performed. Backpay resulting from underpaid work is
under substantially equal conditions of employment, or con- compensation for the work performed and is allowable. All

tlnue-d.employment by the contractor at another facility, other backpay resulting from violation of Federal labor laws
subsidiary, affiliate, or parent company of the contractor are PR .
ot severance pay and are unallowable or the Civil Rights Act of 1964 is unallowable.

pay ' (2) Other backpayBackpay may also result from

(i) Actual normal turnover severance payments ayments to employees (union and nonunion) for the differ-
shall be allocated to all work performed in the contractor’s payme employ .
ence in their past and current wage rates for working

lant, or where the contractor provides for accrual of pay for . .
b b bay without a contract or labor agreement during labor manage-

normal severances, that method will be acceptable if the L :
ment negotiations. Such backpay is allowable. Backpay to

amount of the accrual is reasonable in light of payments . | based its of uni t
actually made for normal severances over a representativé‘Onunlon employees based upon resufts of union agreemen

past period and if amounts accrued are allocated to all Worwegouatpns is allowable only if— i ,
performed in the contractor’s plant. () A formal agreement or understanding exists

(iiiy Abnormal or mass severance pay is of such a between management and the employees concerning these

conjectural nature that measurement of costs by means of aRa&yYments, or _ _ _ _ _
accrual will not achieve equity to both parties. Thus, accru- (i) An established policy or practice exists and is
als for this purpose are not allowable. However, the followed by the contractor so consistently as to imply, in
Government recognizes its obligation to participate, to the €ff€ct, an agreement to make such payment.
extent of its fair share, in any specific payment. Thus, (i) Compensation based on changes in the prices of cor-
allowability will be considered on a case-by-case basis. ~ Porate securities or corporate security ownership, such as
(3) Notwithstanding the reference to geographical Stock options, stock appreciation rights, phantom stock
area in 31.205-6(b)(1), under 10 U.S.C. 2324(e)(1)(M) and Plans, and junior stock conversions.
41 U.S.C. 256(e)(1)(M), the costs of severance payments to (1) Any compensation which is calculated, or valued,
foreign nationals employed under a service contract per-based on changes in the price of corporate securities is unal-
formed outside the United States are unallowable to thelowable.
extent that such payments exceed amounts typically paid to (2) Any compensation represented by dividend pay-
employees providing similar services in the same industry ments or which is calculated based on dividend payments is
in the United States. Further, under 10 U.S.C. unallowable.
2324(e)(1)(N) and 41 U.S.C. 256(e)(1)(N), all such costs of (3) If a contractor pays an employee in lieu of the
severance payments which are otherwise allowable areemployee receiving or exercising a right, option, or benefit
unallowable if the termination of employment of the foreign which would have been unallowable under this paragraph
national is the result of the closing of, or the curtailment of (i), such payments are also unallowable.

31-16



PART 31—CONTRACT COST PRINCIPLES AND PROCEDURES 31.205-6

()) Pension costs(1) A pension plan is a deferred com- stated benefits. The cost limitations and exclusions pertain-
pensation plan that is established and maintained by one omng to defined benefit plans are as follows:
more employers to provide systematically for paying bene- (D(A) Except for unfunded pension plans as
fits to plan participants after their retirement, provided that defined in 31.001, normal costs of pension plans not funded
the benefits are paid for life or are payable for life at the in the year incurred, and all other components of pension
option of the employee. Additional benefits such as perma-costs (see 48 CFR 9904.412-40(a)(1)) assignable to the cur-
nent and total disability and death payments and rent accounting period but not funded during it, shall not be
survivorship payments to beneficiaries of deceased employ-allowable in subsequent years (except that a payment made
ees may be treated as pension costs, provided the benefite a fund by the time set for filing the Federal income tax
are an integral part of the pension plan and meet all the criveturn or any extension thereof is considered to have been
teria pertaining to pension costs. made during such taxable year). However, any part of a

(2) Pension plans are normally segregated into two pension cost that is computed for a cost accounting period
types of plans: defined benefit or defined contribution pen- that is deferred pursuant to a waiver granted under the pro-
sion plans. The cost of all defined benefit pension plansvisions of the Employee's Retirement Income Security Act
shall be measured, allocated, and accounted for in compli-of 1974 (ERISA) (see 48 CFR 9904.412-50(c)(3)), will be
ance with the provisions of 48 CFR 9904.412, Composition allowable in those future accounting periods in which the
and Measurement of Pension Costs, and 48 CFR 9904.41Funding does occur. The allowability of these deferred con-
Adjustment and Allocation of Pension Cost. The costs of all tributions will be limited to the amounts that would have
defined contribution pension plans shall be measured, allo-been allowed had the funding occurred in the year the costs
cated, and accounted for in accordance with the provisionswould have been assigned except for the waiver.
of 48 CFR 9904.412. Pension costs are allowable subject to (B) Allowable costs for unfunded pension
the referenced standards and the cost limitations and excluplans, as defined in 31.001, are limited to the amount com-
sions set forth in subdivision (j)(2)(i) and in subparagraphs puted in accordance with 48 CFR 9904.412 and 48 CFR
()(3) through (8) of this subsection. 9904.413.
(i) Except for unfunded pension plans as defined (i) Any amount paid or funded before the time it

in 31.001, to be allowable in the current year, pension costsbecomes assignable and allowable shall be applied to future
must be funded by the time set for filing of the Federal years, in order of time, as if actually paid and deductible in
income tax return or any extension thereof. Pension costghose years. The interest earned on such premature funding,
assigned to the current year, but not funded by the tax returrbased on the valuation rate of return, may be excluded from

time, shall not be allowable in any subsequent year. future years’ computations of pension costs in accordance
(i) Pension payments must be reasonable in with 48 CFR 9904.412-50(a)(7).
amount and be paid pursuant to (A) an agreement entered (iii) Increased pension costs caused by delay in

into in good faith between the contractor and employeesfunding beyond 30 days after each quarter of the year to
before the work or services are performed and (B) the termswhich they are assignable are unallowable. If a composite
and conditions of the established plan. The cost of changesate is used for allocating pension costs between the seg-
in pension plans which are discriminatory to the ments of a company and if, because of differences in the
Government or are not intended to be applied consistentlytiming of the funding by the segments, an inequity exists,
for all employees under similar circumstances in the future allowable pension costs for each segment will be limited to
are not allowable. that particular segment’s calculation of pension costs as pro-
(iii) Except as provided for early retirement bene- vided for in 48 CFR 9904.413-50(c)(5). Determination of
fits in subparagraph (j)(7) of this subsection, one-time-only unallowable costs shall be made in accordance with the
pension supplements not available to all participants of theactuarial method used in calculating pension costs.
basic plan are not allowable as pension costs unless the sup- (iv) Allowability of the cost of indemnifying the
plemental benefits represent a separate pension plan and tHeension Benefit Guaranty Corporation (PBGC) under
benefits are payable for life at the option of the employee. ERISA Section 4062 or 4064 arising from terminating an
(iv) Increases in payments to previously retired employee deferred compensation plan will be considered on
plan participants covering cost-of-living adjustments are a case-by-case basis; provided that if insurance was
allowable if paid in accordance with a policy or practice required by the PBGC under ERISA Section 4023, it was so
consistently followed. obtained and the indemnification payment is not recover-
(3) Defined benefit pension plan$his subpara-  able under the insurance. Consideration under the foregoing
graph covers pension plans in which the benefits to be paidcircumstances will be primarily for the purpose of apprais-
or the basis for determining such benefits are established inng the extent to which the indemnification payment is
advance and the contributions are intended to provide theallocable to Government work. If a beneficial or other equi-
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table relationship exists, the Government will participate, (6) Pension plans using pay-as-you-go methods.
despite the requirements of 31.205-19(a)(3) and (b), in the[Reserved]
indemnification payment to the extent of its fair share. (7) Early retirement incentive plansAn early retire-

(v) Increased pension costs resulting from the ment incentive plan is a plan under which employees
withdrawal of assets from a pension fund and transfer toreceive a bonus or incentive, over and above the require-
another employee benefit plan fund are unallowable exceptment of the basic pension plan, to retire early. These plans
to the extent authorized by an advance agreement. Thenormally are not applicable to all participants of the basic

advance agreement shall: ~ plan and do not represent life income settlements, and as
(A) State the amount of the Government's equi- such would not qualify as pension costs. However, for con-
table share in the gross amount withdrawn; and tract costing purposes, early retirement incentive payments

(B) Provide that the Government receive a gare allow-able subject to the pension cost criteria contained
credit equal to the amount of the Government's equitablejn subdivisions (j)(3)(i) through (iv) provided—

share of the gross withdrawal. If a transfer is made without (i) The costs are accounted for and allocated in

such an agreement, paragraph (j)(4) of this subsection willaccordance with the contractor’s system of accounting for
apply to the transfer as a constructive withdrawal and pension costs;

receipt of the funds by the contractor. _ (i) The payments are made in accordance with the
(4) Termination of defined benefit pension plans. (arms and conditions of the contractor’s plan:
When excess or surplus assets revert to the contractor as a (iil) The plan is applied only to active employees.

result of termination of a defined benefit pension plan, or The cost of extending the plan to employees who retired or

such assets are constructively received by it for any reasony o e terminated before the adoption of the plan is unallow-
the contractor shall make a refund or give a credit to theable' and

Government for its equitable share of the gross amount (iv) The total of the incentive payments to any
withdrawn. The Government's equitable share shall reﬂeaemployee may not exceed the amount of the employee’s

the Government's parnemaugn In pension costs throu.ghannual salary for the previous fiscal year before the
those contracts for which certified (see 15.804) cost or pric- ; .
employee’s retirement.

ing data were submitted or which are subject to (8) Employee stock ownership plans (ESO@).An
Subpart 31.2. ; L e . o
; I . . ESOP is an individual stock bonus plan designed specifi-
(5) Defined contribution pension plan3his sub- cally to invest in the stock of the employer corporation. The
paragraph covers those pension plans in which the ontractor’s contributions to an Employee Stock Ownership

contributions to be made are established in advance and th t (ESOT be in the f f h. stock ¢
level of benefits is determined by the contributions made. It rust ( ) ma’Ly € In the form of casn, Stock, or property.
Costs of ESOP’s are allowable subject to the following

also covers profit sharing, savings plans, and other such ditions:
plans provided the plans fall within the definition of a pen- conditions:

sion plan in subparagraph (j)(1) of this subsection. (A) Contributions by the contractor in any one
(i) The pension cost assignable to a cost account.year may not exceed 15 percent (25 percent when a money

ing period is the net contribution required to be made for PUrchase plan is included) of salaries and wages of employ-

that period after taking into account dividends and other €8S participating in the plan in any particular year.
credits, where applicable. However, any portion of pension ~ (B) The contribution rate (ratio of contribution
cost computed for a cost accounting period that is deferredi© Salaries and wages of participating employees) may not
pursuant to a waiver granted under the provisions of ERISA€xceed the last approved contribution rate except when
(see 48 CFR 9904.412-50(c)(3)) will be allowable in those @Pproved by the contracting officer based upon justification
future accounting periods when the funding does occur. TheProvided by the contractor. When no contribution was made
allowability of these deferred contributions will be limited in the previous year for an existing ESOP, or when a new
to the amounts that would have been allowed had the fundESOP is first established, and the contractor proposes to
ing been made in the year the costs would have beermake a contribution in the current year, the contribution rate
assigned except for the waiver. shall be subject to the contracting officer’s approval.

(i) Any amount paid or funded to the trust before (C) When a plan or agreement exists wherein
the time it becomes assignable and allowable shall bethe liability for the contribution can be compelled for a spe-
applied to future years, in order of time, as if actually paid cific year, the expense associated with that liability is
and deductible in such years. assignable only to that period. Any portion of the contribu-

(iii) The provisions of subdivision (j)(3)(iv) of this  tion not funded by the time set for filing of the Federal
subsection concerning payments to PBGC apply to definedincome tax return for that year or any extension thereof shall
contribution plans. not be allowable in subsequent years.
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(D) When a plan or agreement exists wherein sions of 48 CFR 9904.415, Accounting for the Cost of
the liability for the contribution cannot be compelled, the Deferred Compensation.
amount contributed for any year is assignable to that year (3) Deferred compensation payments to employees
provided the amount is funded by the time set for filing of under awards made before the effective date of 48 CFR
the Federal income tax return for that year. 9904.415 are allowable to the extent they would have been
(E) When the contribution is in the form of allowable under prior acquisition regulations.
stock, the value of the stock contribution shall be limited to  (I) Compensation incidental to business acquisitions.
the fair market value of the stock on the date that title is The following costs are unallowable:
effectively transferred to the trust. (1) Payments to employees under agreements in
Cash contributions shall be allowable only when the con- which they receive special compensation, in excess of the
tractor furnishes evidence satisfactory to the contractingcontractor's normal severance pay practice, if their employ-
officer demonstrating that stock purchases by the ESOT arament terminates following a change in the management
or will be at a fair market pricas.g, makes arrangements control over, or ownership of, the contractor or a substantial
with the trust permitting the contracting officer to examine portion of its assets.
purchases of stock by the trust to determine that prices paid (2) Payments to employees under plans introduced in
are at fair market value. When excessive prices are paid, theonnection with a change (whether actual or prospective) in
amount of the excess will be credited to the same indirectthe management control over, or ownership of, the contrac-
cost pools that were charged for the ESOP contributions intor or a substantial portion of its assets in which those
the year in which the stock purchase occurs. However, wheremployees receive special compensation, which is contin-
the trust purchases the stock with borrowed funds whichgent upon the employee remaining with the contractor for a
will be repaid over a period of years by cash contributions specified period of time.
from the contractor to the trust, the excess price over fair (m) Fringe benefits.(1) Fringe benefits are allowances
market value shall be credited to the indirect cost pools proand services provided by the contractor to its employees as
rata over the period of years during which the contractor compensation in addition to regular wages and salaries.
contributes the cash used by the trust to repay the loanFringe benefits include, but are not limited to, the cost of
When the fair market value of unissued stock or stock of avacations, sick leave, holidays, military leave, employee
closely held corporation is not readily determinable, the val- insurance, and supplemental unemployment benefit plans.
uation will be made on a case-by-case basis taking intoExcept as provided otherwise in Subpart 31.2, the costs of
consideration the guidelines for valuation used by the IRS. fringe benefits are allowable to the extent that they are rea-
(i) Amounts contributed to an ESOP arising from sonable and are required by law, employer-employee
either— agreement, or an established policy of the contractor.
(A) An additional investment tax credit (see (2) That portion of the cost of company-furnished
1975 Tax Reduction Act—TRASOP’s); or automobiles that relates to personal use by employees
(B) A payroll-based tax credit (see Economic (including transportation to and from work) is unallowable
Recovery Tax Act of 1981) are unallowable. regardless of whether the cost is reported as taxable income
(i) The requirements of subdivision (j)(3)(ii) of to the employees (see 31.205-46(f)).
this subsection are applicable to Employee Stock (n) Employee rebate and purchase discount plans.
Ownership Plans. Rebates and purchase discounts, in whatever form, granted
(k) Deferred compensation1l) Deferred compensa- to employees on products or services produced by the con-
tion is an award given by an employer to compensate antractor or affiliates are unallowable.
employee in a future cost accounting period or periods for (0) Postretirement benefits other than pensions (PRB).
services rendered in one or more cost accounting periodg1) PRB covers all benefits, other than cash benefits and life
before the date of receipt of compensation by the employeeinsurance benefits paid by pension plans, provided to
Deferred compensation does not include the amount ofemployees, their beneficiaries, and covered dependents dur-
year-end accruals for salaries, wages, or bonuses that arg the period following the employees' retirement.
paid within a reasonable period of time after the end of aBenefits encompassed include, but are not limited to,
cost accounting period. Subject to 31.205-6(a), deferredpostretirement health care; life insurance provided outside a
awards are allowable when they are based on current opension plan; and other welfare benefits such as tuition
future services. Awards made in periods subsequent to thessistance, day care, legal services, and housing subsidies
period when the work being remunerated was performed areprovided after retirement.
not allowable. (2) To be allowable, PRB costs must be reasonable
(2) The costs of deferred awards shall be measuredand incurred pursuant to law, employer-employee agree-
allocated, and accounted for in compliance with the provi- ment, or an established policy of the contractor. In addition,
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to be allowable, PRB costs must also be calculated in accor$250,000 per year are unallowable (Section 809 of Public
dance with paragraphs (0)(2)(i), (ii), or (iii) of this section. Law 104-201).

(i) Cash basis.Cost recognized as benefits when (2) As used in this paragraph:
they are actually provided, must be paid to an insurer, (i) “Compensation” means—
provider, or other recipient for current year benefits or pre- (A) The total amount of taxable wages paid to
miums. the employee for the year concerned; plus

(ii) Terminal funding.If a contractor elects a ter- (B) The total amount of elective deferred com-
minal-funded plan, it does not accrue PRB costs during thepensation earned by the employee in the year concerned.
working lives of employees. Instead, it accrues and pays (i) “Officer in a senior management position”
the entire PRB liability to an insurer or trustee in a lump means—
sum upon the termination of employees (or upon conversion (A) The contractor’s Chief Executive Officer
to such a terminal-funded plan) to establish and maintain a(CEO) or any individual acting in a similar capacity;
fund or reserve for the sole purpose of providing PRB to (B) The contractor’s four most highly compen-
retirees. The lump sum is allowable if amortized over a sated officers in senior management positions, other than
period of 15 years. the CEO; and

(iii) Accrual basis.Accrual costing other than ter- (C) If the contractor is organizationally subdi-
minal funding must be measured and assigned according twided into intermediate home offices and/or segments, the
Generally Accepted Accounting Principles and be paid to anfive most highly compensated individuals in senior man-
insurer or trustee to establish and maintain a fund or reserveagement positions at each such intermediate home office
for the sole purpose of providing PRB to retirees. The and/or segment.
accrual must also be calculated in accordance with gener-
ally accepted actuarial principles and practices as31.205-7 Contingencies.
promulgated by the Actuarial Standards Board. (a) “Contingency,” as used in this subpart, means a pos-

(3) To be allowable, costs must be funded by the time sible future event or condition arising from presently known
set for filing the Federal income tax return or any extension or unknown causes, the outcome of which is indeterminable
thereof. PRB costs assigned to the current year, but noat the present time.
funded or otherwise liquidated by the tax return time, shall  (b) Costs for contingencies are generally unallowable
not be allowable in any subsequent year. for historical costing purposes because such costing deals

(4) Increased PRB costs caused by delay in fundingwith costs incurred and recorded on the contractor’s books.
beyond 30 days after each quarter of the year to which theyHowever, in some cases, as for example, terminations, a
are assignable are unallowable. contingency factor may be recognized when it is applicable

(5) Costs of postretirement benefits in subdivision to a past period to give recognition to minor unsettled fac-
(0)(2)(iii) of this subsection attributable to past service tors in the interest of expediting settlement.

(“transition obligation”) as defined in Financial Accounting (c) In connection with estimates of future costs, contin-
Standards Board Statement 106, paragraph 110, are allowgencies fall into two categories:

able subject to the following limitation: The allowable (1) Those that may arise from presently known and
amount of such costs assignable to a contractor fiscal yeaexisting conditions, the effects of which are foreseeable
cannot exceed the amount of such costs which would bewithin reasonable limits of accuraay;g, anticipated costs
assigned to that contractor fiscal year under the delayedf rejects and defective work. Contingencies of this cate-
recognition methodology described in paragraphs 112 andgory are to be included in the estimates of future costs so as
113 of Statement 106. to provide the best estimate of performance cost.

(6) The Government shall receive an equitable share (2) Those that may arise from presently known or
of any amount of previously funded PRB costs which revert unknown conditions, the effect of which cannot be mea-
or inure to the contractor. Such equitable share shall reflectsured so precisely as to provide equitable results to the
the Government's previous participation in PRB costs contractor and to the Governmeatg, results of pending
through those contracts for which certified cost or pricing litigation. Contingencies of this category are to be
data were required or which were subject to Subpart 31.2. excluded from cost estimates under the several items of

(p) Limitation on allowability of compensation for cer- cost, but should be disclosed separately (including the
tain contractor personnel(1l) For contracts awarded basis upon which the contingency is computed) to
during fiscal year 1997, costs incurred from October 1, facilitate the negotiation of appropriate contractual
1996, through September 30, 1997, for compensation of arcoverage. (See, for example, 31.205-6(g), 31.205-19, and
officer in a senior management position in excess of 31.205-24.)
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31.205-8 Contributions or donations. (i) Allowable under subparagraph (2) of this sub-
Contributions or donations, including cash, property and section; and
services, regardless of recipient, are unallowable, except as (i) Calculated, allocated, and documented in
provided in 31.205-1(e)(3). accordance with this cost principle shall be an “incurred
cost” for reimbursement purposes under applicable cost-
31.205-9 [Reserved] reimbursement contracts and for progress payment purposes
under fixed-price contracts.
31.205-10 Cost of money. (5) The cost of money resulting from including asset
(a) Facilities capital cost of money(1) General. (i) valuations resulting from business combinations in the

Facilities capital cost of money (cost of capital committed facilities capital employed base is unallowable (see
to facilities) is an imputed cost determined by applying a 31.205-52).

cost-of-money rate to facilities capital employed in contract ~ (b) Cost of money as an element of the cost of capital
performance. A cost-of-money rate is uniformly imputed to assets under constructie(1) General. (i) Cost of money

all contractors (see subdivision (a)(1)(ii) of this subsection). &S an element of the cost of capital assets under construction
Capital employed is determined without regard to whether iS @n imputed cost determined by applying a cost-of-money

its source is equity or borrowed capital. The resulting costate to the investment in tangible and intangible capital
of money is not a form of interest on borrowings (see 2SSets while they are being constructed, fabricated, or devel-

31.205-20). oped for a contractor's own use. Capital employed is
(i) 48 CFR 9904.414, Cost of Money as an determined without regard to whether its source is equity or

Element of the Cost of Facilities Capital, establishes criteria POrrowed capital. The resulting cost of money is not a form
for measuring and allocating, as an element of contract costO iNtérest on borrowing (see 31'205'20)'f
the cost of capital committed to facilities. Cost-of-money (i) 48 CFR 9904.417, Cost of Money as an

factors are developed on Form CASB-CMF, broken down Element of the Cost of Capital Assets Under Construction,
by overhead pool at the business unit using’— establishes criteria for measuring and allocating, as an ele-

(A) Business-unit facilities capital data ment of contract cost, the cost of capital committed to capital
(B) Overhead allocation base data an’d assets under construction, fabrication, or development.

(C) The cost-of-money rate, which is based on (2) Allowability. (i) Whether or not the contract is

: oo otherwise subject to CAS, and except as specified in subdi-
interest rates specified by the Secretary of the Treasury . . - : . .

. vision (ii) of this section, the cost of money for capital
under Public Law 92-41.

. . assets under construction, fabrication, or development is
(2) Allowability. Whether or not the contract is oth- P

. . L . . allowable if—
erwise subject to CAS, facilities capital cost of money is (A) The cost of money is calculated, allocated
allowable if— ’

. , L . to contracts, and costed in accordance with 48 CFR
(i) The contractor’'s capital investment is mea- 9904.417

sured, allocated to contracts, and costed in accordance with (B) The contractor maintains adequate records
48 CFR 9_904'414; o to demonstrate compliance with this standard;

(ii) The contractor maintains adequate records to (C) The cost of money for tangible capital
demonstrate compliance with this standard; assets is included in the capitalized cost that provides the
_ (iii) The estimated facilities capital cost of money pasis for allowable depreciation costs, or, in the case of
is specifically identified or proposed in cost proposals relat- jntangible capital assets, the cost of money is included in the
ing to the contract under which this cost is to be claimed; cost of those assets for which amortization costs are allow-

and able; and

(iv) The requirements of 31.205-52, which limit (D) The requirements of 31.205-52, which
the allowability of facilities capital cost of money, are |imit the allowability of cost of money for capital assets
observed. under construction, fabrication, or development, are

(3) Accounting.The facilities capital cost of money gbserved.

need not be entered on the contractor’s books of account. (i) Actual interest cost in lieu of the calculated
However, the contractor shall— imputed cost of money for capital assets under construction,

() Make a memorandum entry of the cost, and  fabrication, or development is unallowable.

(i) Maintain, in a manner that permits audit and (3) Accounting.The cost of money for capital assets
verification, all relevant schedules, cost data, and other datainder construction need not be entered on the contractor’s
necessary to support the entry fully. books of account. However, the contractor shall (i) make a

(4) Payment.Facilities capital cost of money thatis— memorandum entry of the cost and (ii) maintain, in a man-
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ner that permits audit and verification, all relevant sched- poses and shall be determined in a manner consistent with
ules, cost data, and other data necessary to support the enttile depreciation policies and procedures followed in the
fully. same cost center on non-Government business (but see
(4) Payment.The cost of money for capital assets paragraph (o) of this subsection).

under construction that is allowable under subparagraph (2) (f) Depreciation for reimbursement purposes in the case
above of this cost principle shall be an “incurred cost” for of tax-exempt organizations shall be determined on the
reimbursement purposes under applicable cost-reimbursebasis described in paragraph (e) of this section.

ment contracts and for progress payment purposes under (g) Special considerations are required for assets

fixed-price contracts. acquired before the effective date of this cost principle if, on
o that date, the undepreciated balance of these assets resulting
31.205-11 Depreciation. from depreciation policies and procedures used previously

_(2) Depreciation is a charge to current operations whichfor Government contracts and subcontracts is different from
distributes the cost of a tangible capital asset, less estimateghe undepreciated balance on the books and financial state-
residual value, over the estimated useful life of the asset inpents. The undepreciated balance for contract cost purposes
a systematic and logical manner. It does not involve aghg|| pe depreciated over the remaining life using the meth-
process of valuat|_on. Useful I|fe_ refers to the prospective 445 and lives followed for book purposes. The aggregate
period of economic usefulness in a particular Contractor's yepreciation of any asset allowable after the effective date
operations as distinguished from physical life; it is evi- o this 31.205-11 shall not exceed the cost basis of the asset

denced by the actual or estimated retirement andggg any depreciation allowed or allowable under prior
replacement practice of the contractor. acquisition regulations

(b) Contractors_ h_avingf contrgclts SUb,jeTt to 48 CFR (h) Depreciation should usually be allocated to the con-
9324.40'(9,&? eprec!atlon ct) ]:I:[a;]ngzlbte ga%'tf Aﬁsfe'hs, &uss’ttract and other work as an indirect cost. The amount of
adhere o the requirement of tnat standard tor all tufly 'Eepreciation allowed in any accounting period may, consis-

covered contracts and may elect to adopt the standard for a . : o .
. t with th t h ,
other contracts. All requirements of 48 CFR 9904.409 are em wi e basic obje_zc Ves In paragrap _(a) abov_e vary
with volume of production or use of multishift operations.

applicable if the election is made, and its requirements . -
L . . .= (i) Inthe case of emergency facilities covered by certifi-
supersede any conflicting requirements of this cost princi- :
cates of necessity, a contractor may elect to use normal

ple. Once electing to adopt 48 CFR 9904.409 for all depreciation without requesting a determination of “true
contracts, contractors must continue to follow it until notifi- preciati R q 9 . u
depreciation,” or may elect to use either normal or “true

cation of final acceptance of all deliverable items on all L o . T
epreciation” after a determination of “true depreciation

open negotiated Government contracts. Paragraphs (cﬂ S
through (e) below apply to contracts to which 48 CFR as been made by an Emergency Facilities Depreciation

9904.409 is not applied. Board (EFDB). The method elected must be followed con-

(c) Normal depreciation on a contractor’s plant, equip- sistently.thrgughout the life of the emergen.cy.facility. Wheq
ment, and other capital facilities is an allowable contract 2" €lection is made to use normal depreciation, the criteria
cost, if the contractor is able to demonstrate that it is rea-I" Paragraphs (c), (d), (), and (f) of this section shall apply
sonable and allocable (but see paragraph (i) of this section)for Poth the emergency period and th“e post—eme_rg(_anc"y

(d) Depreciation shall be considered reasonable if the Period. When an election is madc_a tp use “true depreciation”,
contractor follows policies and procedures that are— the amount allowable as depreciation—

(1) Consistent with those followed in the same cost (1) With respect to the emergency period (five years),
center for business other than Government: shall be computed in accordance with the determination of

(2) Reflected in the contractor’s books of accounts the EFDB and allocated rateably over the full five year
and financial statements; and emergency periodprovided no other allowance is made

(3) Both used and acceptable for Federal income taxwhich would duplicate the factors, such as extraordinary
purposes. obsolescence, covered by the Board’s determination; and
(e) When the depreciation reflected on a contractor’s (2) After the end of the emergency period, shall be
books of accounts and financial statements differs from thatcomputed by distributing the remaining undepreciated por-
used and acceptable for Federal income tax purposes, reimion of the cost of the emergency facility over the balance of
bursement shall be based on the asset cost amortized ovdls useful life provided the remaining undepreciated portion
the estimated useful life of the property using depreciation of such cost shall not include any amount of unrecovered
methods (straight line, sum of the years’ digits, etc.) accept-“true depreciation.”
able for income tax purposes. Allowable depreciation shall (j) No depreciation, rental, or use charge shall be
not exceed the amounts used for book and statement purallowed on property acquired at no cost from the

31-22



PART 31—CONTRACT COST PRINCIPLES AND PROCEDURES 31.205-13

Government by the contractor or by any division, sub- (n) Whether or not the contract is otherwise subject to
sidiary, or affiliate of the contractor under common control. CAS, the requirements of 31.205-52, which limit the
(k) The depreciation on any item which meets the crite- allowability of depreciation, shall be observed.
ria for allowance at a “price” under 31.205-26(e) may be (o) In the event of a write-down from carrying value to
based on that price, provided the same policies and procefair value as a result of impairments caused by events or
dures are used for costing all business of the using divisionchanges in circumstances, allowable depreciation of the
subsidiary, or organization under common control. impaired assets shall be limited to the amounts that would
() No depreciation or rental shall be allowed on prop- have been allowed had the assets not been written down (see
erty fully depreciated by the contractor or by any division, 31.205-16(g)). However, this does not preclude a change in
subsidiary, or affiliate of the contractor under common con- depreciation resulting from other causes such as permissible
trol. However, a reasonable charge for using fully changes in estimates of service life, consumption of ser-
depreciated property may be agreed upon and allowed (buvices, or residual value.
see 31.109(h)(2)). In determining the charge, consideration
shall be given to cost, total estimated useful life at the time31.205-12 Economic planning costs.
of negotiations, effect of any increased maintenance charges (a) This category includes costs of generalized long-
or decreased efficiency due to age, and the amount of deprerange management planning that is concerned with the
ciation previously charged to Government contracts or future overall development of the contractor’s business and
subcontracts. that may take into account the eventual possibility of eco-
(m) 48 CFR 9904.404, Capitalization of Tangible nomic dislocations or fundamental alterations in those
Assets, applies to assets acquired by a “capital lease” asnarkets in which the contractor currently does business
defined in Statement of Financial Accounting Standard No. Economic planning costs do not include organization or
13 (FAS-13), Accounting for Leases, issued by the Financialreorganization costs covered by 31.205-27.
Accounting Standards Board (FASB). Compliance with 48  (b) Economic planning costs are allowable as indirect
CFR 9904.404 and FAS-13 requires that such leased assetsts to be properly allocated.
(capital leases) be treated as purchased assetbe capi- (c) Research and development and engineering costs
talized and the capitalized value of such assets bedesigned to lead to new products for sale to the general pub-
distributed over their useful lives as depreciation charges, odic are not allowable under this principle.
over the leased life as amortization charges as appropriate.
Assets whose leases are classified as capital leases und8i.205-13 Employee morale, health, welfare, food ser-
FAS-13 are subject to the requirements of 31.205-11 while vice, and dormitory costs and credits.
assets acquired under leases classified as operating leases (a) Aggregate costs incurred on activities designed to
are subject to the requirements on rental costs in 31.205-36improve working conditions, employer-employee relations,
The standards of financial accounting and reporting pre-employee morale, and employee performance (less income
scribed by FAS-13 are incorporated into this principle and generated by these activities) are allowable, except as lim-
shall govern its application, except as provided in subpara-ited by paragraphs (b), (c), and (d) of this subsection. Some
graphs (1), (2), and (3) of this paragraph. examples of allowable activities are house publications,
(1) Rental costs under a sale and leaseback arrangehealth clinics, wellness/fithess centers, employee counsel-
ment shall be allowable up to the amount that would haveing services, and food and dormitory services, which
been allowed had the contractor retained title to the prop-include operating or furnishing facilities for cafeterias, din-
erty. ing rooms, canteens, lunch wagons, vending machines,
(2) Capital leases, as defined in FAS-13, for all real living accommodations, or similar types of services for the
and personal property, between any related parties are sulzontractor's employees at or near the contractor's facilities.
ject to the requirements of this subparagraph 31.205-11(m). (b) Costs of gifts are unallowabl€Gifts do not include
If it is determined that the terms of the lease have been sigawards for performance made pursuant to 31.205-6(f) or
nificantly affected by the fact that the lessee and lessor areawards made in recognition of employee achievements pur-
related, depreciation charges shall not be allowed in excessuant to an established contractor plan or policy.)
of those which would have occurred if the lease contained (c) Costs of recreation are unallowable, except for the
terms consistent with those found in a lease between unreeosts of employees' participation in company sponsored
lated parties. sports teams or employee organizations designed to
(3) Assets acquired under leases that the contractoimprove company loyalty, team work, or physical fitness.
must capitalize under FAS-13 shall not be treated as pur- (d) Losses from operating food and dormitory services
chased assets for contract purposes if the leases are covereaay be included as costs only if the contractor's objective is
by 31.205-36(b)(4). to operate such services on a break-even basis. Losses sus-
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tained because food services or lodging accommodationsable when the costs are caused by, or result from, alteration
are furnished without charge or at prices or rates whichor destruction of records, or other false or improper charg-
obviously would not be conducive to the accomplishment of ing or recording of costs. Such costs include those incurred
the above objective are not allowable. A loss may be to measure or otherwise determine the magnitude of the
allowed, however, to the extent that the contractor canimproper charging, and costs incurred to remedy or correct
demonstrate that unusual circumstances egigf, (wWhere the mischarging, such as costs to rescreen and reconstruct
the contractor must provide food or dormitory services at records.
remote locations where adequate commercial facilities are
not reasonably available; or where charged but unproduc-31.205-16 Gains and losses on disposition or impair-
tive labor costs would be excessive but for the services ment of depreciable property or other capital assets.
provided or where cessation or reduction of food or dormi-  (a) Gains and losses from the sale, retirement, or other
tory operations will not otherwise yield net cost savings) disposition (but see 31.205-19) of depreciable property shall
such that even with efficient management, operating the serbe included in the year in which they occur as credits or
vices on a break-even basis would require chargingcharges to the cost grouping(s) in which the depreciation or
inordinately high prices, or prices or rates higher than thoseamortization applicable to those assets was included (but
charged by commercial establishments offering the samesee paragraph (d) of this subsection). However, no gain or
services in the same geographical areas. Costs of food antbss shall be recognized as a result of the transfer of assets
dormitory services shall include an allocable share of indi- in a business combination (see 31.205-52).
rect expenses pertaining to these activities. (b) Gains and losses on disposition of tangible capital
(e) When the contractor has an arrangement authorizingassets, including those acquired under capital leases (see
an employee association to provide or operate a service31.205-11(m)), shall be considered as adjustments of depre-
such as vending machines in the contractor's plant, anctiation costs previously recognized. The gain or loss for
retain the profits, such profits shall be treated in the sameeach asset disposed of is the difference between the net
manner as if the contractor were providing the service (butamount realized, including insurance proceeds from invol-
see paragraph (f) of this subsection). untary conversions, and its undepreciated balance. The gain
(f) Contributions by the contractor to an employee orga- recognized for contract costing purposes shall be limited to
nization, including funds from vending machine receipts or the difference between the acquisition cost (or for assets
similar sources, may be included as costs incurred undemcquired under a capital lease, the value at which the leased
paragraph (a) of this subsection only to the extent that theasset is capitalized) of the asset and its undepreciated bal-
contractor demonstrates that an equivalent amount of theance (except see subdivisions (c)(2)(i) or (ii) of this
costs incurred by the employee organization would be section).

allowable if directly incurred by the contractor. (c) Special considerations apply to an involuntary con-
version which occurs when a contractor’s property is
31.205-14 Entertainment costs. destroyed by events over which the owner has no control,

Costs of amusement, diversions, social activities, andsuch as fire, windstorm, flood, accident, theft, etc., and an
any directly associated costs such as tickets to shows omsurance award is recovered. The following govern invol-
sports events, meals, lodging, rentals, transportation, andintary conversions:
gratuities are unallowable. Costs made specifically unal- (1) When there is a cash award and the converted
lowable under this cost principle are not allowable under asset is not replaced, gain or loss shall be recognized in the
any other cost principle. Costs of membership in social, period of disposition. The gain recognized for contract cost-
dining, or country clubs or other organizations having the ing purposes shall be limited to the difference between the
same purposes are also unallowable, regardless of whetheacquisition cost of the asset and its undepreciated balance.

the cost is reported as taxable income to the employees. (2) When the converted asset is replaced, the con-
tractor shall either—
31.205-15 Fines, penalties, and mischarging costs. () Adjust the depreciable basis of the new asset
(a) Costs of fines and penalties resulting from violations by the amount of the total realized gain or loss; or
of, or failure of the contractor to comply with, Federal, (i) Recognize the gain or loss in the period of dis-

State, local, or foreign laws and regulations, are unallow- position, in which case the Government shall participate to

able except when incurred as a result of compliance withthe same extent as outlined in subparagraph (c)(1) of this

specific terms and conditions of the contract or written subsection.

instructions from the contracting officer. (d) Gains and losses on the disposition of depreciable
(b) Costs incurred in connection with, or related to, the property shall not be recognized as a separate charge or

mischarging of costs on Government contracts are unallow-credit when—
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(1) Gains and losses are processed through the deprereorganization, termination, or other causes which could not
ciation reserve account and reflected in the depreciationhave been reasonably foreseen. (Costs of idle facilities are
allowable under 31.205-11; or allowable for a reasonable period, ordinarily not to exceed

(2) The property is exchanged as part of the purchasel year, depending upon the initiative taken to use, lease, or
price of a similar item, and the gain or loss is taken into con-dispose of the idle facilities (but see 31.205-42)).
sideration in the depreciation cost basis of the new item. (c) Costs of idle capacity are costs of doing business and

(e) Gains and losses arising from mass or extraordinaryare a factor in the normal fluctuations of usage or overhead
sales, retirements, or other disposition other than throughrates from period to period. Such costs are allowable pro-
business combinations shall be considered on a case-byvided the capacity is necessary or was originally reasonable
case basis. and is not subject to reduction or elimination by subletting,

(f) Gains and losses of any nature arising from the salerenting, or sale, in accordance with sound business, eco-
or exchange of capital assets other than depreciable propromics, or security practices. Widespread idle capacity
erty shall be excluded in computing contract costs. throughout an entire plant or among a group of assets hav-

(g) With respect to long-lived tangible and identifiable ing substantially the same function may be idle facilities.
intangible assets held for use, no loss shall be allowed for a (d) Any costs to be paid directly by the Government for
write-down from carrying value to fair value as a result of idle facilities or idle capacity reserved for defense mobi-
impairments caused by events or changes in circumstancebzation production shall be the subject of a separate
(e.g, environmental damage, idle facilities arising from a agreement.
declining business base, etc.). If depreciable property or
other capital assets have been written down from carrying31.205-18 Independent research and development and
value to fair value due to impairments, gains or losses upon bid and proposal costs.
disposition shall be the amounts that would have been (a) Definitions.

allowed had the assets not been written down. “Applied research,” as used in this subsection, means
that effort which (1) normally follows basic research, but
31.205-17 Idle facilities and idle capacity costs. may not be severable from the related basic research, (2)

(a) “Costs of idle facilities or idle capacity,” as used in attempts to determine and exploit the potential of scientific
this subsection, means costs such as maintenance, repailjscoveries or improvements in technology, materials,
housing, rent, and other related costg], property taxes, processes, methods, devices, or techniques, and (3) attempts
insurance, and depreciation. to advance the state of the art. Applied research does not

“Facilities,” as used in this subsection, means plant or include efforts whose principal aim is design, development,
any portion thereof (including land integral to the opera- or test of specific items or services to be considered for sale;
tion), equipment, individually or collectively, or any other these efforts are within the definition of the term “develop-
tangible capital asset, wherever located, and whether ownednent,” defined in this subsection.
or leased by the contractor. “Basic research,” as used in this subsection, means that

“Idle capacity,” as used in this subsection, means theresearch which is directed toward increase of knowledge in
unused capacity of partially used facilities. It is the differ- science. The primary aim of basic research is a fuller
ence between that which a facility could achieve under 100knowledge or understanding of the subject under study,
percent operating time on a one-shift basis, less operatingather than any practical application thereof.
interruptions resulting from time lost for repairs, setups, “Bid and proposal (B&P) costs,” as used in this subsec-
unsatisfactory materials, and other normal delays, and theion, means the costs incurred in preparing, submitting, and
extent to which the facility was actually used to meet supporting bids and proposals (whether or not solicited) on
demands during the accounting period. A multiple-shift potential Government or non-Government contracts. The
basis may be used in the calculation instead of a one-shifterm does not include the costs of effort sponsored by a
basis if it can be shown that this amount of usage could nor-grant or cooperative agreement, or required in the perfor-
mally be expected for the type of facility involved. mance of a contract.

“Idle facilities,” as used in this subsection, means com-  “Company,” as used in this subsection, means all divi-
pletely unused facilities that are excess to the contractor'ssions, subsidiaries, and affiliates of the contractor under

current needs. common control.
(b) The costs of idle facilities are unallowable unless the  “Contractor,” as used in paragraph (c)(2) of this subsec-
facilities— tion, includes all divisions, subsidiaries, and affiliates under

(1) Are necessary to meet fluctuations in workload; or common control.
(2) Were necessary when acquired and are now idle “Covered contract,” as used in paragraph (c)(2) of this
because of changes in requirements, production economiesubsection, means a prime contract entered into by a
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Government agency for an amount more than $100,000,nents, or modifications and improvements to existing sys-
except for a fixed-price contract without cost incentives. It tems, equipment, or components.

also includes a subcontract for an amount more than (b) Composition and allocation of cost$he require-
$100,000, except for a fixed-price subcontract without cost ments of 48 CFR 9904.420, Accounting for independent
incentives under such a prime contract. research and development costs and bid and proposal costs,

“Covered segment,” as used in paragraph (c)(2) of thisare incorporated in their entirety and shall apply as fol-
subsection, means a product division of the contractor thatows—
allocated more than $1,000,000 in IR&D/B&P costs to cov- (1) Fully-CAS-covered contract€ontracts that are
ered contracts during the preceding fiscal year. In the casdully-CAS-covered shall be subject to all requirements of 48
of a contractor that has no product divisions, such termCFR 9904.420.
means that contractor as a whole. A product division of the (2) Modified CAS-covered and non-CAS-covered
contractor that allocated less than $1,000,000 in contracts.Contracts that are not CAS-covered or that con-
IR&D/B&P costs to covered contracts during the preceding tain terms or conditions requiring modified CAS coverage
fiscal year shall not be subject to the limitations for major shall be subject to all requirements of 48 CFR 9904.420
contractors set forth in 31.205-18(c)(2 ) (i) and (ii). except 48 CFR 9904.420-50(e)(2) and 48 CFR 9904.420-

“Development,” as used in this subsection, means the50(f)(2), which are not then applicable. However,
systematic use, under whatever name, of scientific andnon-CAS-covered or modified CAS-covered contracts
technical knowledge in the design, development, test, orawarded at a time the contractor has CAS-covered contracts
evaluation of a potential new product or service (or of an requiring compliance with 48 CFR 9904.420, shall be sub-
improvement in an existing product or service) for the pur- ject to all the requirements of 48 CFR 9904.420. When the
pose of meeting specific performance requirements orrequirements of 48 CFR 9904.420-50(e)(2) and 48 CFR
objectives. Development includes the functions of design 9904.420-50(f)(2) are not applicable, the following apply:
engineering, prototyping, and engineering testing. () IR&D and B&P costs shall be allocated to final
Development excludes— cost objectives on the same basis of allocation used for the

(1) Subcontracted technical effort which is for the G&A expense grouping of the profit center (see 31.001) in
sole purpose of developing an additional source for an exist-which the costs are incurred. However, when IR&D and
ing product, or B&P costs clearly benefit other profit centers or benefit the

(2) Development effort for manufacturing or produc- entire company, those costs shall be allocated through the
tion materials, systems, processes, methods, equipmeniG&A of the other profit centers or through the corporate
tools, and techniques not intended for sale. G&A, as appropriate.

“Independent research and development (IR&D),” as (i) If allocations of IR&D or B&P through the
used in this subsection, means a contractor's IR&D cost thatG&A base do not provide equitable cost allocation, the con-
consists of projects falling within the four following areas: tracting officer may approve use of a different base.

(1) basic research, (2) applied research, (3) development, (c) Allowability. (1) This subparagraph (c)(1) imple-
and (4) systems and other concept formulation studies. Thanents section 824 of the National Defense Authorization
term does not include the costs of effort sponsored by aAct for Fiscal Year 1991 (Pub. L. 101-510). Except as pro-
grant or required in the performance of a contract. IR&D vided in paragraphs (c)(2), (d), and (e) of this subsection, or
effort shall not include technical effort expended in devel- as provided in agency regulations, costs for IR&D and B&P
oping and preparing technical data specifically to supportare allowable only in accordance with the following:
submitting a bid or proposal. (i) Companies required to negotiate advance

“Major contractor,” as used in paragraph (c)(2) of this agreements(A) Any company that received payments for
subsection, means any contractor whose covered segmentR&D and B&P costs in a fiscal year, either as a prime con-
allocated to covered contracts a total of more thantractor or subcontractor, exceeding $7,000,000 from
$10,000,000 in IR&D/B&P costs in the preceding fiscal Government agencies, is required to negotiate with the
year. For purposes of calculating the dollar threshold Government an advance agreement which establishes a ceil-
amounts to determine whether a contractor meets the defining for allowability of IR&D and B&P costs for the
ition of "major contractor,” contractor segments allocating following fiscal year. This agreement is binding on all
less than $1,000,000 of IR&D/B&P costs to covered con- Government agencies, unless prohibited by statute. The
tracts in the preceding year shall not be included. requirements of section 203 of Public Law 91-441 necessi-

“Systems and other concept formulation studies,” astate that the Department of Defense(DOD) be the lead
used in this subsection, means analyses and study effortaegotiating agency when the contractor has received more
either related to specific IR&D efforts or directed toward than $7,000,000 in payments for IR&D and B&P from
identifying desirable new systems, equipment or compo- DOD. Computation of IR&D and B&P costs to determine
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whether the threshold criterion was reached shall includeindirect expenses on contracts to the extent that those costs
only recoverable IR&D and B&P costs allocated during the are allocable and reasonable.
company's previous fiscal year to prime contracts and sub- (2) This subparagraph (c)(2) implements section 802
contracts for which the submission and certification of cost of the National Defense Authorization Act for Fiscal Years
or pricing data were required. (See also paragraph (b) 0f1992 and 1993 (Pub. L. 102-190) and is effective for IR&D
this subsection and 15.804.) The computation shall includeand B&P costs incurred by a contractor during fiscal years
full burdening pursuant to 48 CFR 9904.420. of that contractor that begin on or after October 1, 1992.
(B) When a company meets the criterion in Except as provided in paragraph (d) of this subsection, or as
(c)(1)(i)(A) of this subsection, required advance agreementsprovided in agency regulations, costs for IR&D and B&P
may be negotiated at the corporate level and/or with thosegre allowable as indirect expenses on contracts to the extent

profit centers that contract directly with the Government that those costs are allocable and reasonable. The following
and that in the preceding year allocated recoverable IR&D |imitations apply to major contractors—

and B&P costs exceeding $700,000, including burdening, to (i) For the first three contractor fiscal years begin-
contracts and subcontracts for which the submission andying on or after October 1, 1992, the total maximum
certification of cost or pricing data were required (see also gjjowable amount of IR&D/B&P costs shall not exceed the
paragraph (b) of this subsection and 15.804). When ceil-g,m of-

ings are negotiated for separate profit centers of the (A) The total amount of allowable IR&D/B&P
company, the allowability of IR&D and B&P costs for any s in the preceding fiscal yeae.( the lower of the pre-
center that in its previous fiscal year did not reach the ;. o year's ceiling or actual costs incurred): plus
$700,000 threshold may be determined in accordance with (B) Five percent of the amount i’n ©)Q)()(A)
paragraph (c)(2)(ii) of this subsection. of this subsection; plus

ot ”R&(g) Cdeg'&”gs arte tt*r‘]etm?‘lf't:““rﬂ do”slr ?m"‘flnts (C) If the total amount of IR&D/B&P costs for
ottota an costs that will be aflowable forafio- - fqeq) year is greater than the total amount of IR&D/B&P

cation oYer the .appropnate base for that part of the costs for the preceding fiscal year, the amount that is deter-
company's operation covered by an advance agreement. mined by multiplying the amount in (c)(2)()(A) of this
(D) No IR&D and B&P cost shall be allowable Y PyIng
subsection by the lesser of—

if a company fails to initiate negotiation of a required (1) The percentage by which the total

advance agreement before the end of the fiscal year for .
which the agreement is required. amount of IR&D/B&P costs for a fiscal year exceeds the

(E) When negotiations are held with a com- total amount of such costs for the preceding fiscal year; or

pany meeting the $7,000,000 criterion or with separate d of th (2) d‘_l'hefpercle ntage ra:]e of Igﬂiuﬂn ffromlthe
profit centers (when negotiations are held at that level underSNd ©1 the preceding fiscal year to the end of the fiscal year

(©)(1)()(B) of this subsection), and if no advance agreementfor which thg ampunt of the Ilmlta'u-on is bemg computed.
is reached, payment for IR&D and B&P costs shall be The rate of inflation shall be the price escala.non index for
reduced below that which the company or profit center e Research, Development, Test & Evaluation (RDT&E)
would have otherwise received. The amount of such @ccount, Total Obligation Authority (TOA) which is pub-
reduced payment shall not exceed 75 percent of the amouri{Shed annually (normally in January) by the Department of
which, in the opinion of the contracting officer, the com- Defen_se_ Comptroller and used in preparation of_the annual
pany or profit center would be entitled to receive under anSubmission of the Defense budget. This rate will be pub-
advance agreement. Written notification of the contracting lished in theFederal Registeon an annual basis.
officer's determination of a reduced amount shall be pro- (i) Major contractors shall submit, in accordance
vided the contractor. In the event that an advance With agency guidance, financial and technical information
agreement is not reached before the end of the contractor'¥ support their IR&D/B&P costs.
fiscal year for which the agreement is to apply, negotiations (i) Awaiver may be granted, in accordance with
shall immediately be terminated, and the contracting officer agency procedures, to increase the amount prescribed in
shall furnish a determination of the reduced amount. (c)(2)(i) of this subsection for the following special circum-
(F) Contractors may appeal decisions of the stances:

contracting officer to reduce payment. The appeal shall be (A) To ensure that the contractor's allowable
filed with the contracting officer within 30 days of receipt IR&D/B&P costs are at least the same amount that would
of the contracting officer's determination. (See also have been allowed under this subpart which was in effect on
Subpart 42.10.) December 4, 1991; or

(i) Companies not required to negotiate advance (B) When it is in the best interest of the
agreementsCosts for IR&D and B&P are allowable as Government.
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(d) Deferred IR&D and B&P costs(l) IR&D costs general conduct of its business. Any contractor desiring to
that were incurred in previous accounting periods are unal-establish a program of self-insurance applicable to contracts
lowable, except when a contractor has developed a specifithat are not subject to 48 CFR 9904.416, Accounting for
product at its own risk in anticipation of recovering the Insurance Costs, shall comply with the self-insurance
development costs in the sale price of the product providedrequirements of that standard as well as with Part 28 of this

that— Regulation. However, approval of a contractor’s insurance
(i) The total amount of IR&D costs applicable to program in accordance with Part 28 does not constitute a

the product can be identified; determination as to the allowability of the program’s cost.
(i) The proration of such costs to sales of the The amount of insurance costs which may be allowed is

product is reasonable; subject to the cost limitations and exclusions in the follow-
(i) The contractor had no Government business ing subparagraphs.

during the time that the costs were incurred or did not allo- (1) Costs of insurance required or approved, and

cate IR&D costs to Government contracts except to proratemaintained by the contractor pursuant to the contract, are
the cost of developing a specific product to the sales of thatallowable.
product; and (2) Costs of insurance maintained by the contractor
(iv) No costs of current IR&D programs are allo- in connection with the general conduct of its business are
cated to Government work except to prorate the costs ofallowable, subject to the following limitations:
developing a specific product to the sales of that product. () Types and extent of coverage shall follow
(2) When deferred costs are recognized, the contractsound business practice, and the rates and premiums must
(except firm-fixed-price and fixed-price with economic be reasonable.
price adjustment) will include a specific provision setting (i) Costs allowed for business interruption or
forth the amount of deferred IR&D costs that are allocable other similar insurance must be limited to exclude coverage
to the contract. The negotiation memorandum will state the of profit.
circumstances pertaining to the case and the reason for (iii) The cost of property insurance premiums for
accepting the deferred costs. insurance coverage in excess of the acquisition cost of the
(e) Cooperative arrangementgl) IR&D costs may be  insured assets is allowable only when the contractor has a
incurred by contractors working jointly with one or more formal written policy assuring that in the event the insured
non-Federal entities pursuant to a cooperative arrangemenproperty is involuntarily converted, the new asset shall be
(for example, joint ventures, limited partnerships, teaming valued at the book value of the replaced asset plus or minus
arrangements, and collaboration and consortium arrangeadjustments for differences between insurance proceeds and
ments). IR&D costs also may include costs contributed by actual replacement cost. If the contractor does not have such
contractors in performing cooperative research and devel-a formal written policy, the cost of premiums for insurance
opment agreements, or similar arrangements, entered int@overage in excess of the acquisition cost of the insured
under— asset is unallowable.
(i) Section 12 of the Stevenson-Wydler (iv) Costs of insurance for the risk of loss of or
Technology Transfer Act of 1980 (15 U.S.C. 3710(a)); damage to Government property are allowable only to the
(i) Sections 203(c)(5) and (6) of the extent that the contractor is liable for such loss or damage
National Aeronautics and Space Act of 1958, as and such insurance does not cover loss or damage that

amended (42 U.S.C. 2473(c)(5) and (6)); results from willful misconduct or lack of good faith on the
(i) 10 U.S.C. 2371 for the Defense part of any of the contractor’s directors or officers or other
Advanced Research Projects Agency; or equivalent representatives.
(iv) Other equivalent authority. (v) Contractors operating under a program of self-

(2) IR&D costs incurred by a contractor pursuant to insurance must obtain approval of the program when
these types of cooperative arrangements should be considrequired by 28.308(a).
ered as allowable IR&D costs if the work performed would (vi) Costs of insurance on the lives of officers,
have been allowed as contractor IR&D had there been ngpartners, or proprietors are allowable only to the extent that
cooperative arrangement. the insurance represents additional compensation (see
31.205-6).

31.205-19 Insurance and indemnification. (3) Actual losses are unallowable unless expressly
(a) Insurance by purchase or by self-insuring includes provided for in the contract, except—(i) Losses incurred
coverage the contractor is required to carry, or to haveunder the nominal deductible provisions of purchased insur-
approved, under the terms of the contract and any other covance, in keeping with sound business practice, are allowable
erage the contractor maintains in connection with the for contracts not subject to 48 CFR 9904.416 and when the
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contractor did not establish a self-insurance program. Suchvices rendered) which the contractor would have been
contracts are not subject to the self-insurance requirementallowed had it insured directly with the captive insurer.
of 48 CFR 9904.416. For contracts subject to 48 CFR (e) Self-insurance charges for risks of catastrophic
9904.416, and for those made subject to the self-insurancdosses are not allowable (see 28.308(e)).
requirements of that Standard as a result of the contractor’s (f) The Government is obligated to indemnify the con-
having established a self-insurance program (see paragraptractor only to the extent authorized by law, as expressly
(a) of this section), actual losses may be used as a basis fgrovided for in the contract, except as provided in paragraph
charges under a self-insurance program when the actuafa)(3) of this section.
amount of losses will not differ significantly from the pro- (g) Late premium payment charges related to employee
jected average losses for the accounting period (see 48 CFRleferred compensation plan insurance incurred pursuant to
9904.416.50(a)(2)(ii)). In those instances where an actualSection 4007 (29 U.S.C. 1307) or Section 4023 (29 U.S.C.
loss has occurred and the present value of the liability is1323) of the Employee Retirement Income Security Act of
determined under the provisions of 48 CFR 9904.416- 1974 are unallowable.
50(a)(3)(ii), the allowable cost shall be limited to an amount
computed using as a discount rate the interest rate deter31.205-20 Interest and other financial costs.
mined by the Secretary of the Treasury pursuant to Interest on borrowings (however represented), bond dis-
50 U.S.C. App. 1215(b)(2) in effect at the time the loss is counts, costs of financing and refinancing capital (net worth
recognized. However, the full amount of a lump-sum settle- plus long-term liabilities), legal and professional fees paid
ment to be paid within a year of the date of settlement isin connection with preparing prospectuses, costs of prepar-
allowable. ing and issuing stock rights, and directly associated costs

(i) Minor losses, such as spoilage, breakage, andare unallowable except for interest assessed by State or
disappearance of small hand tools that occur in the ordinarylocal taxing authorities under the conditions specified in
course of doing business and that are not covered by insur31.205-41 (but see 31.205-28).
ance are allowable.

(4) The cost of insurance to protect the contractor 31.205-21 Labor relations costs.
against the costs of correcting its own defects in materials or Costs incurred in maintaining satisfactory relations
workmanship is unallowable. However, insurance costs tobetween the contractor and its employees, including costs of
cover fortuitous or casualty losses resulting from defects inshop stewards, labor management committees, employee
materials or workmanship are allowable as a normal busi-publications, and other related activities, are allowable.
ness expense.
(5) Premiums for retroactive or backdated insurance 31.205-22 Lobbying and political activity costs.

written to cover occurred and known losses are unallow- (a) Costs associated with the following activities are
able. unallowable:

(b) If purchased insurance is available, the charge for (1) Attempts to influence the outcomes of any
any self-insurance coverage plus insurance administrationFederal, State, or local election, referendum, initiative, or
expenses shall not exceed the cost of comparable purchasedmilar procedure, through in kind or cash contributions,
insurance plus associated insurance administrationendorsements, publicity, or similar activities;
expenses. (2) Establishing, administering, contributing to, or

(c) Insurance provided by captive insurers (insurers paying the expenses of a political party, campaign, political
owned by or under the control of the contractor) is consid- action committee, or other organization established for the
ered self-insurance, and charges for it must comply with thepurpose of influencing the outcomes of elections;
self-insurance provisions of 48 CFR 9904.416. However, if (3) Any attempt to influence—
the captive insurer also sells insurance to the general public () The introduction of Federal, state, or local leg-
in substantial quantities and it can be demonstrated that theéslation, or
charge to the contractor is based on competitive market (i) The enactment or modification of any pending
forces, the insurance will be considered purchasedFederal, state, or local legislation through communication
insurance. with any member or employee of the Congress or state leg-

(d) The allowability of premiums for insurance pur- islature (including efforts to influence state or local officials
chased from fronting insurance companies (insuranceto engage in similar lobbying activity), or with any govern-
companies not related to the contractor but who reinsurement official or employee in connection with a decision to
with a captive insurer of the contractor) shall not exceed thesign or veto enrolled legislation;
amount (plus reasonable fronting company charges for ser- (4) Any attempt to influence—
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(i) The introduction of Federal, state, or local subsection complies with the requirements of this
legislation, or subsection.

(i) The enactment or modification of any pending (e) Existing procedures should be utilized to resolve in
Federal, state, or local legislation by preparing, distributing advance any significant questions or disagreements con-
or using publicity or propaganda, or by urging members of cerning the interpretation or application of this subsection.
the general public or any segment thereof to contribute to or
participate in any mass demonstration, march, rally, fund 31.205-23 Losses on other contracts.
raising drive, lobbying campaign or letter writing or tele- An excess of costs over income under any other contract
phone campaign; (including the contractor’s contributed portion under cost-

(5) Legislative liaison activities, including atten- sharing contracts) is unallowable.
dance at legislative sessions or committee hearings,
gathering information regarding legislation, and analyzing 31.205-24 Maintenance and repair costs.
the effect of legislation, when such activities are carried on  (a) Costs necessary for the upkeep of property (includ-
in support of or in knowing preparation for an effort to ing Government property, unless otherwise provided for)
engage in unallowable activities; or that neither add to the permanent value of the property nor
(6) Costs incurred in attempting to improperly influ- appreciably prolong its intended life, but keep it in an effi-
ence (see 3.401), either directly or indirectly, an employeecient operating condition, are to be treated as follows (but
or officer of the Executive branch of the Federal see 31.205-11):
Government to give consideration to or act regarding a reg- (1) Normal maintenance and repair costs are allow-
ulatory or contract matter. able.
(b) The following activities are excepted from the cov- (2) Extraordinary maintenance and repair costs are
erage of (a) of this section: allowable, provided those costs are allocated to the applica-
(1) Providing a technical and factual presentation of ble periods for purposes of determining contract costs (but
information on a topic directly related to the performance of see 31.109).
a contract through hearing testimony, statements or letters to (b) Expenditures for plant and equipment, including
the Congress or a state legislature, or subdivision, membenrehabilitation which should be capitalized and subject to
or cognizant staff member thereof, in response to a docu-depreciation, according to generally accepted accounting
mented request (including a Congressional Record noticeprinciples as applied under the contractor’s established pol-
requesting testimony or statements for the record at a reguicy or, when applicable, according to 48 CFR 9904.404,
larly scheduled hearing) made by the recipient member,Capitalization of Tangible Assets, are allowable only on a
legislative body or subdivision, or a cognizant staff member depreciation basis
thereof; provided such information is readily obtainable and
can be readily put in deliverable form; and further provided 31.205-25 Manufacturing and production engineering
that costs under this section for transportation, lodging or  costs.
meals are unallowable unless incurred for the purpose of (a) The costs of manufacturing and production engineer-
offering testimony at a regularly scheduled Congressionaling effort as described in (1) through (4) of this paragraph
hearing pursuant to a written request for such presentatiorare all allowable:
made by the Chairman or Ranking Minority Member of the (1) Developing and deploying new or improved
Committee or Subcommittee conducting such hearing. materials, systems, processes, methods, equipment, tools
(2) Any lobbying made unallowable by paragraph and techniques that are or are expected to be used in pro-
(a)(3) of this subsection to influence state or local legisla- ducing products or services;
tion in order to directly reduce contract cost, or to avoid (2) Developing and deploying pilot production lines;
material impairment of the contractor’s authority to perform (3) Improving current production functions, such as
the contract. plant layout, production scheduling and control, methods
(3) Any activity specifically authorized by statute to and job analysis, equipment capabilities and capacities,
be undertaken with funds from the contract. inspection techniques, and tooling analysis (including tool-
(c) When a contractor seeks reimbursement for indirecting design and application improvements); and
costs, total lobbying costs shall be separately identified in (4) Material and manufacturing producibility analy-
the indirect cost rate proposal, and thereafter treated as othesis for production suitability and to optimize manufacturing
unallowable activity costs. processes, methods, and techniques.
(d) Contractors shall maintain adequate records to (b) This cost principle does not cover—
demonstrate that the certification of costs as being allow- (1) Basic and applied research effort (as defined in
able or unallowable (see 42.703-2) pursuant to this 31.205-18(a)) related to new technology, materials, sys-
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tems, processes, methods, equipment, tools and techniqueaccordance with this subpart. However, allowance may be
Such technical effort is governed by 31.205-18, atprice when itis the established practice of the transferring
Independent research and development and bid and proerganization to price interorganizational transfers at other
posal costs; and than cost for commercial work of the contractor or any divi-
(2) Development effort for manufacturing or produc- sion, subsidiary, or affiliate of the contractor under a
tion materials, systems, processes, methods, equipmentommon control, and when the item being transferred qual-
tools, and techniques that are intended for sale is also govifies for an exception under 15.804-1 and the contracting
erned by 31.205-18. officer has not determined the price to be unreasonable.

(c) Where manufacturing or production development  (f) When a commercial item under paragraph (e) of this
costs are capitalized or required to be capitalized under thesubsection is transferred at a price based on a catalog or
contractor's capitalization policies, allowable cost will be market price, the price should be adjusted to reflect the
determined in accordance with the requirements of quantities being acquired and may be adjusted to reflect the
31.205-11, Depreciation. actual cost of any modifications necessary because of con-

tract requirements.

31.205-26 Material costs.

(a) Material costs include the costs of such items as raw31.205-27 Organization costs.
materials, parts, sub-assemblies, components, and manufac- (a) Except as provided in paragraph (b) of this subsection,
turing supplies, whether purchased or manufactured by theexpenditures in connection with (1) planning or executing the
contractor, and may include such collateral items asorganization or reorganization of the corporate structure of a
inbound transportation and intransit insurance. In comput- business, including mergers and acquisitions, (2) resisting or
ing material costs, consideration shall be given to planning to resist the reorganization of the corporate structure
reasonable overruns, spoilage, or defective work (unlessof a business or a change in the controlling interest in the
otherwise provided in any contract provision relating to ownership of a business, and (3) raising capital (net worth
inspecting and correcting defective work). These costs areplus long-term liabilities), are unallowable. Such expendi-
allowable, subject to the requirements of paragraphs (b)tures include but are not limited to incorporation fees and
through (e) of this section. costs of attorneys, accountants, brokers, promoters and orga-

(b) Costs of material shall be adjusted for income and nizers, management consultants and investment counselors,
other credits, including available trade discounts, refunds,whether or not employees of the contractor. Unallowable
rebates, allowances, and cash discounts, and credits fofreorganization” costs include the cost of any change in the
scrap, salvage, and material returned to vendors. Sucltontractor's financial structure, excluding administrative
income and other credits shall either be credited directly tocosts of short-term borrowings for working capital, resulting
the cost of the material or be allocated as a credit to indirectin alterations in the rights and interests of security holders,
costs. When the contractor can demonstrate that failure tavhether or not additional capital is raised.
take cash discounts was reasonable, lost discounts need not (b) The cost of activities primarily intended to provide
be credited. compensation will not be considered organizational costs

(c) Reasonable adjustments arising from differences subject to this subsection, but will be governed by 31.205-6.
between periodic physical inventories and book inventories These activities include acquiring stock for—

may be included in arriving at costs; provided, such adjust- (1) Executive bonuses,
ments relate to the period of contract performance. (2) Employee savings plans, and
(d) When materials are purchased specifically for and (3) Employee stock ownership plans.

are identifiable solely with performance under a contract,

the actual purchase cost of those materials should be31.205-28 Other business expenses.

charged to the contract. If material is issued from stores, any The following types of recurring costs are allowable

generally recognized method of pricing such material is when allocated on an equitable basis:

acceptable if that method is consistently applied and the (a) Registry and transfer charges resulting from changes

results are equitable. When estimates of future materialin ownership of securities issued by the contractor.

costs are required, current market price or anticipated acqui- (b) Cost of shareholders’ meetings.

sition cost may be used, but the basis of pricing must be (c) Normal proxy solicitations.

disclosed. (d) Preparing and publishing reports to shareholders.
(e) Allowance for all materials, supplies, and services (e) Preparing and submitting required reports and forms

that are sold or transferred between any divisions, subdivi-to taxing and other regulatory bodies.

sions, subsidiaries, or affiliates of the contractor under a (f) Incidental costs of directors’ and committee meetings.

common control shall be on the basis of cost incurred in  (g) Other similar costs.
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31.205-29 Plant protection costs. a special skill and who are not officers or employees of the
Costs of items such as— contractor. Examples include those services acquired by
(a) Wages, uniforms, and equipment of personnel contractors or subcontractors in order to enhance their legal,

engaged in plant protection, economic, financial, or technical positions. Professional

(b) Depreciation on plant protection capital assets, and and consultant services are generally acquired to obtain
(c) Necessary expenses to comply with military require- information, advice, opinions, alternatives, conclusions,

ments, are allowable. recommendations, training, or direct assistance, such as
studies, analyses, evaluations, liaison with Government
31.205-30 Patent costs. officials, or other forms of representation.

(a) The following patent costs are allowable to the  (b) Costs of professional and consultant services are
extent that they are incurred as requirements of agjlowable subject to this paragraph and paragraphs (c)
Government contract (but see 31.205-33): through (f) of this subsection when reasonable in relation to

(1) Costs of preparing invention disclosures, reports, the services rendered and when not contingent upon recov-
and other documents. ery of the costs from the Government (but see 31.205-30
(2) Costs for searching the art to the extent necessaryynq 31.205-47).
to make the invention disclosures. (c) Costs of professional and consultant services per-

(3) Other costs in connection with the filing and pros- tomed under any of the following circumstances are
ecution of a United States patent application where title or ,,5j1owable:

royalty-free license is tq be conyeyed to Fhe Government. (1) Services to improperly obtain, distribute, or use
(b) General cgunsellng services relatlng to patent mat-;¢ormation or data protected by law or regulatieng(
ters,lsuch as advice ?n patenﬁ IaWZ’l re%ulftlonsélclggéessé arkh 215-12, Restriction on Disclosure and Use of Data).
em(Fc);)oyOeti:rg :ﬁi?iﬂ;: r?o? g(:vnaerael (cgu:s?eeling. service)é (2) Services t_hgt are Intended to improperly influence
; ‘the contents of solicitations, the evaluation of proposals or
E’g;een;lggsz ggts_rggl;lred by the contract are ur]"’Illo\’v"’lble'quotations, or the selection of sources for contra;t award,
' ' whether award is by the Government, or by a prime con-
tractor or subcontractor.
(3) Any other services obtained, performed, or other-
resulting in violation of any statute or regulation
prohibiting improper business practices or conflicts of

31.205-31 Plant reconversion costs.

Plant reconversion costs are those incurred in restoring\Nise
or rehabilitating the contractor’s facilities to approximately
the same condition existing immediately before the start of
the Government contract, fair wear and tear excepted.mtereSt' . . . ,
Reconversion costs are unallowable except for the cost of (4) Services performed Whlch are not consistent with
removing Government property and the restoration or reha_the purpose and scope of the services contracted for or oth-
bilitation costs caused by such removal. However, in special€"WViSe agreed to. - _ _
circumstances where equity so dictates, additional costs (d) In determining the allowability of costs (including
may be allowed to the extent agreed upon before costs ar&etainer fees) in a particular case, no single factor or any
incurred. Care should be exercised to avoid duplicationSpeC'al combination of factors is necessarily determinative.

through allowance as contingencies, additional profit or fee, HOwever, the contracting officer shall consider the follow-

or in other contracts. ing factors, among others:
(1) The nature and scope of the service rendered in
31.205-32 Precontract costs. relation to the service required.

Precontract costs are those incurred before the effective ~ (2) The necessity of contracting for the service, con-
date of the contract directly pursuant to the negotiation andsidering the contractor's capability in the particular area.
in anticipation of the contract award when such incurrence (3) The past pattern of acquiring such services and
is necessary to comply with the proposed contract deliverytheir costs, particularly in the years prior to the award of
schedule. Such costs are allowable to the extent that theysovernment contracts.

would have been allowable if incurred after the date of the (4) The impact of Government contracts on the con-
contract (see 31.109). tractor's business.

(5) Whether the proportion of Government work to
31.205-33 Professional and consultant service costs. the contractor's total business is such as to influence the

(a) Definition. “Professional and consultant services”, contractor in favor of incurring the cost, particularly when
as used in this subpart, are those services rendered by pethe services rendered are not of a continuing nature and
sons who are members of a particular profession or possesiave little relationship to work under Government contracts.
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(6) Whether the service can be performed more eco- (5) Travel costs of applicants for interviews.
nomically by employment rather than by contracting. (6) Costs for employment agencies, not in excess of
(7) The qualifications of the individual or concern standard commercial rates.
rendering the service and the customary fee charged, espe- (b) Help-wanted advertising costs are unallowable if the

cially on non-Government contracts. advertising—
(8) Adequacy of the contractual agreement for the () Is for personnel other than those required to per-
service €.g, description of the service, estimate of time form obligations under a Government contract;
required, rate of compensation, termination provisions). (2) Does not describe specific positions or classes of
(e) Retainer fees, to be allowable, must be supported bypositions;
evidence that— (3) Is excessive relative to the number and impor-
(1) The services covered by the retainer agreementtance of the positions or to the industry practices;
are necessary and customary; (4) Includes material that is not relevant for recruit-

(2) The level of past services justifies the amount of ment purposes, such as extensive illustrations or
the retainer fees (if no services were rendered, fees are natescriptions of the company’s products or capabilities;
automatically unallowable); (5) Is designed to “pirate” personnel from another

(3) The retainer fee is reasonable in comparison with Government contractor; or
maintaining an in-house capability to perform the covered (6) Includes color (in publications).
services, when factors such as cost and level of expertise are (c) Excessive compensation costs offered to prospective
considered; and employees to “pirate” them from another Government con-

(4) The actual services performed are documented intractor are unallowable. Such excessive costs may include
accordance with paragraph (f) of this subsection. salaries, fringe benefits, or special emoluments which are in

(f) Fees for services rendered shall be allowable only excess of standard industry practices or the contractor’s cus-
when supported by evidence of the nature and scope of théomary compensation practices.
service furnished. (See also 31.205-38(f).) However,
retainer agreements generally are not based on specifi@1.205-35 Relocation costs.
statements of work. Evidence necessary to determine that (a) Relocation costs are costs incident to the permanent
work performed is proper and does not violate law or regu- change of duty assignment (for an indefinite period or for a
lation shall include— stated period, but in either event for not less than 12

(1) Details of all agreements.g, work require- months) of an existing employee or upon recruitment of a
ments, rate of compensation, and nature and amount ohew employee. The following types of relocation costs are
other expenses, if any) with the individuals or organizations allowable as noted, subject to paragraphs (b) and (f) of this
providing the services and details of actual services per-subsection:
formed; (1) Cost of travel of the employee and members of

(2) Invoices or billings submitted by consultants, the immediate family (see 31.205-46) and transportation of
including sufficient detail as to the time expended and the household and personal effects to the new location.
nature of the actual services provided; and (2) Cost of finding a new home, such as advance trips

(3) Consultants' work products and related docu- by employees and spouses to locate living quarters, and
ments, such as trip reports indicating persons visited andemporary lodging during the transition periods not exceed-
subjects discussed, minutes of meetings, and collateraing separate cumulative totals of 60 days for employees and
memoranda and reports. 45 days for spouses and dependents, including advance trip

time.
31.205-34 Recruitment costs. (3) Closing costs ig., brokerage fees, legal fees,
(a) Subject to paragraphs (b) and (c) below, and pro-appraisal fees, points, finance charges, etc.) incident to the
vided that the size of the staff recruited and maintained is indisposition of actual residence owned by the employee
keeping with workload requirements, the following costs when notified of transfer, except that these costs when

are allowable: added to the costs described in subparagraph (a)(4) of this
(1) Costs of help-wanted advertising. section shall not exceed 14 percent of the sales price of the
(2) Costs of operating an employment office needed property sold.

to secure and maintain an adequate labor force. (4) Continuing costs of ownership of the vacant for-
(3) Costs of operating an aptitude and educational mer actual residence being sold, such as maintenance of

testing program. building and grounds (exclusive of fixing up expenses), util-
(4) Travel costs of employees engaged in recruiting ities, taxes, property insurance, mortgage interest, after

personnel. settlement date or lease date of new permanent residence,
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except that these costs when added to the costs described in (¢) The following types of costs are not allowable:
subparagraph (a)(3) of this section, shall not exceed 14 per- (1) Loss on sale of a home.
cent of the sales price of the property sold. (2) Costs incident to acquiring a home in a new loca-

(5) Other necessary and reasonable expenses nortion as follows:
mally incident to relocation, such as disconnecting and () Real estate brokers fees and commissions.
connecting household appliances; automobile registration; (ii) Cost of litigation.
driver's license and use taxes; cutting and fitting rugs, (iii) Real and personal property insurance against
draperies, and curtains; forfeited utility fees and deposits;damage or loss of property.
and purchase of insurance against damage to or loss of per- (iv) Mortgage life insurance.
sonal property while in transit. (v) Owner’s title policy insurance when such

(6) Costs incident to acquiring a home in a new loca- insurance was not previously carried by the employee on
tion, except that— the old residence (however, cost of a mortgage title policy is

(i) These costs will not be allowable for existing allowable).
employees or newly recruited employees who, before the (vi) Property taxes and operating or maintenance
relocation, were not homeowners and costs.

(i) The total costs shall not exceed 5 percent of the (3) Continuing mortgage principal payments on resi-
purchase price of the new home. dence being sold.

(7) Mortgage interest differential payments, except (4) Payments for employee income or FICA (social
that these costs are not allowable for existing or newly security) taxes incident to reimbursed relocation costs.
recruited employees who, before the relocation, were not (5) Payments for job counseling and placement assis-
homeowners and the total payments are limited to antance to employee spouses and dependents who were not
amount determined as follows: employees of the contractor at the old location.

(i) The difference between the mortgage interest (6) Costs incident to furnishing equity or nonequity
rates of the old and new residences times the current balancilans to employees or making arrangements with lenders for
of the old mortgage times 3 years. employees to obtain lower-than-market rate mortgage loans.

(i) When mortgage differential payments are (d) If relocation costs for an employee have been
made on a lump sum basis and the employee leaves or iallowed either as an allocable indirect or direct cost, and the
transferred again in less than 3 years, the amount initiallyemployee resigns within 12 months for reasons within the
recognized shall be proportionately adjusted to reflect pay-employee’s control, the contractor shall refund or credit the
ments only for the actual time of the relocation. relocation costs to the Government.

(8) Rental differential payments covering situations (e) Subject to the requirements of paragraphs (a)
where relocated employees retain ownership of a vacatedhrough (d) of this section, the costs of family movements
home in the old location and rent at the new location. Theand of personnel movements of a special or mass nature are
rented quarters at the new location must be comparable t@llowable. The cost, however, should be assigned on the
those vacated, and the allowable differential payments maybasis of work (contracts) or time period benefited.
not exceed the actual rental costs for the new home, less the (f) Relocation costs (both outgoing and return) of
fair market rent for the vacated home times 3 years. employees who are hired for performance on specific con-

(9) Cost of canceling an unexpired lease. tracts or long-term field projects are allowable if—

(b) The costs described in paragraph (a) of this section (1) The term of employment is not less than 12
must also meet the following criteria to be considered months;
allowable: (2) The employment agreement specifically limits

(1) The move must be for the benefit of the employer. the duration of employment to the time spent on the contract

(2) Reimbursement must be in accordance with an or field project for which the employee is hired;
established policy or practice that is consistently followed (3) The employment agreement provides for return
by the employer and is designed to motivate employees tarelocation to the employee’s permanent and principal home
relocate promptly and economically. immediately prior to the outgoing relocation,or other loca-

(3) The costs must not otherwise be unallowable tion of equal or lesser cost; and
under Subpart 31.2. (4) The relocation costs are determined under the

(4) Amounts to be reimbursed shall not exceed the rules of paragraphs (a) through (d) of this section.
employee’s actual expenses, except that for miscellaneousiowever, the costs to return employees, who are released
costs of the type discussed in subparagraph (a)(5) of thifrom employment upon completion of field assignments
section, a flat amount, not to exceed $1,000, may be allowedursuant to their employment agreements, are not subject to
in lieu of actual costs. the refund or credit requirement of paragraph (d).
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31.205-36 Rental costs. (1) The Government has a license or the right to a
(a) This subsection is applicable to the cost of renting or free use of the patent;

leasing real or personal property acquired under “operating (2) The patent has been adjudicated to be invalid, or

leases” as defined in Statement of Financial Accounting has been administratively determined to be invalid;

Standards No. 13 (FAS-13), Accounting for Leases. (3) The patent is considered to be unenforceable; or

Compliance with 31.205-11(m) requires that assets acquired (4) The patent is expired.

by means of capital leases, as defined in FAS-13, shall be (b) Care should be exercised in determining reasonable-

treated as purchased assets;be capitalized and the capi- ness when the royalties may have been arrived at as a result

talized value of such assets be distributed over their usefubf less-than-arm’s-length bargaining., royalties—

lives as depreciation charges, or over the lease term as (1) Paid to persons, including corporations, affiliated

amortization charges, as appropriate (but see subparagrapWith the contractor;

(b)(4) of this section). (2) Paid to unaffiliated parties, including corpora-
(b) The following costs are allowable: tions, under an agreement entered into in contemplation that

(1) Rental costs under operating leases, to the extenta Government contract would be awarded; or
that the rates are reasonable at the time of the lease decision, (3) Paid under an agreement entered into after the

after consideration of— contract award.
() Rental costs of comparable property, if any; (c) In any case involving a patent formerly owned by the
(i) Market conditions in the area; contractor, the royalty amount allowed should not exceed
(i) The type, life expectancy, condition, and the cost which would have been allowed had the contractor
value of the property leased; retained title.
(iv) Alternatives available; and (d) See 31.109 regarding advance agreements.

(v) Other provisions of the agreement.
(2) Rental costs under a sale and leaseback arrange31.205-38 Selling costs.
ment only up to the amount the contractor would be allowed (a) “Selling” is a generic term encompassing all efforts to
if the contractor retained title. market the contractor’s products or services, some of which
(3) Charges in the nature of rent for property between are covered specifically in other subsections of 31.205.
any divisions, subsidiaries, or organizations under commonSelling activity includes the following broad categories:
control, to the extent that they do not exceed the normal costs (1) Advertising.
of ownership, such as depreciation, taxes, insurance, facilities (2) Corporate image enhancement including broadly-
capital cost of money, and maintenance (excluding interest ottargeted sales efforts, other than advertising.
other unallowable costs pursuant to Part 31), provided that no (3) Bid and proposal costs.
part of such costs shall duplicate any other allowed cost. (4) Market planning.
Rental cost of personal property leased from any division, (5) Direct selling.
subsidiary, or affiliate of the contractor under common con-  (b) Advertising costs are defined at 31.205-1(b) and
trol, that has an established practice of leasing the same oare subject to the allowability provisions of 31.205-1(d)
similar property to unaffiliated lessees shall be allowed in and (f). Corporate image enhancement activities are
accordance with subparagraph (b)(1) of this subsection. included within the definitions of public relations at
(4) Rental costs under leases entered into before31.205-1(a) and entertainment at 31.205-14 and are sub-
March 1, 1970 for the remaining term of the lease (exclud-ject to the allowability provisions at 31.205-1(e) and (f)
ing options not exercised before March 1, 1970) to theand 31.205-14, respectively. Bid and proposal costs are
extent they would have been allowable under Defensedefined at 31.205-18 and have their allowability controlled
Acquisition Regulation (formerly ASPR) 15-205.34 or by that subsection. Market planning involves market
Federal Procurement Regulations section 1-15.205-34 inresearch and analysis and generalized management plan-
effect January 1, 1969. ning concerned with development of the contractor's
(c) The allowability of rental costs under unexpired business. The allowability of long-range market planning
leases in connection with terminations is treated in costs is controlled by the provisions of 31.205-12. Other
31.205-42(e). market planning costs are allowable to the extent that they
are reasonable and not in excess of the limitations of sub-
31.205-37 Royalties and other costs for use of patents.  paragraph (c)(2) of this subsection. Costs of activities
(a) Royalties on a patent or amortization of the cost of which are correctly classified and disallowed under cost
purchasing a patent or patent rights necessary for the propeprinciples referenced in this paragraph (b) are not to be
performance of the contract and applicable to contract prod-reconsidered for reimbursement under any other provision
ucts or processes are allowable unless— of this subsection.
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(c)(1) Direct selling efforts are those acts or actions to 31.205-40 Special tooling and special test equipment

induce particular customers to purchase particular products costs.
or services of the contractor. Direct selling is characterized (a) The terms “special tooling” and “special test equip-
by person-to-person contact and includes such activities agnent” are defined in 45.101.
familiarizing a potential customer with the contractor’s  (b) The cost of special tooling and special test equip-
products or services, conditions of sale, service capabilitiesment used in performing one or more Government contracts
etc. It also includes negotiation, liaison between customeris allowable and shall be allocated to the specific
and contractor personnel, technical and consulting activi-Government contract or contracts for which acquired,
ties, individual demonstrations, and any other activities €xcept that the cost of—
having as their purpose the application or adaptation of the (1) Items acquired by the contractor before the effec-
contractor’s products or services for a particular customer'stive date of the contract (or replacement of such items),
use. The cost of direct selling efforts is allowable if reason- Whether or not altered or adapted for use in performing the
able in amount. contract, and

(2) The costs of broadly targeted and direct selling (2) Items which the contract schedule specifically
efforts and market planning other than long-range, thatexclut_jes,_ shall be allowable only as depreciation or
are incurred in connection with a significant effort to pro- amortization.

mote export sales of products normally sold to the U.S. (€) When items are disqualified as special tooling or
Government, including the costs of exhibiting and special test equipment becguse with relatively minor
demonstrating such products, are allowable on contract£XPense they can be made suitable for general purpose use
with the U.S. Government provided the costs are alloca-2and have a value as such commensurate with their value as

ble, reasonable, and otherwise allowable under thisspecial tooling or special test equipment, the cost of adapt-

Subpart 31.2 ing the items for use under the contract and the cost of

(d) The costs of any selling efforts other than those returning them to their prior configuration are allowable.

addressed in paragraphs (b) or (c) of this subsection ar
unallowable. %1.205-41 Taxes.
(e) Costs of the type identified in paragraphs (b), (c),

and (d) of this subsection are often commingled on the Con'except as otherwise provided in paragraph (b) of this section

:Lactor S tt_)o_;)_ks in the ?elllngd iXpiTse alccognt bfcaufﬁhat are required to be and are paid or accrued in accordance
ese activiies are performed by the sales departments, generally accepted accounting principles. Fines and
However, identification and segregation of unallowable

: ired under th e f 31.201-6 dpenalties are not considered taxes.
costs Is required under the provisions o <90 an (2) Taxes otherwise allowable under subparagraph

30.405, ar_ld such C.OStS are npt aIIo_wabIe merely begaus?a)(l) of this section, but upon which a claim of illegality or
they are incurred in connection with allowable selling gr15nequs assessment exists; provided the contractor, before
activities. ) i . , paying such taxes—

(H Notwithstanding any other provision of this subsec- (i) Promptly requests instructions from the con-
tion, sellers’ or agents’ compensation, fees, commissions,tracting officer concerning such taxes: and

percentages, retainer or brokerage fees, whether or not con- (i) Takes all action directed by the contracting
tingent upon the award of contracts, are allowable only qfficer arising out of subparagraph (2)(i) of this section or
when paid to bona fide employees or established commeran independent decision of the Government as to the exis-
cial or selling agencies maintained by the contractor for thetence of a claim of illegality or erroneous assessment, to—

(a) The following types of costs are allowable:
(1) Federal, State, and local taxes (see Part 29),

purpose of securing business. (A) Determine the legality of the assessment or
_ (B) Secure a refund of such taxes.
31.205-39 Service and warranty costs. (3) Pursuant to subparagraph (a)(2) of this section,

Service and warranty costs include those arising fromthe reasonable costs of any action taken by the contractor at
fulfillment of any contractual obligation of a contractor to the direction or with the concurrence of the contracting offi-
provide services such as installation, training, correcting cer. Interest or penalties incurred by the contractor for
defects in the products, replacing defective parts, and maknon-payment of any tax at the direction of the contracting
ing refunds in the case of inadequate performance. Wherofficer or by reason of the failure of the contracting officer
not inconsistent with the terms of the contract, such serviceto ensure timely direction after a prompt request.
and warranty costs are allowable. However, care should be (4) The Environmental Tax found at section 59A of
exercised to avoid duplication of the allowance as an ele-the Internal Revenue Code, also called the “Superfund Tax.”
ment of both estimated product cost and risk. (b) The following types of costs are not allowable:
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(1) Federal income and excess profits taxes. If a contractor or subcontractor obtains a foreign tax credit
(2) Taxes in connection with financing, refinancing, thatreduces its U.S. Federal income tax because of the pay-
refunding operations, or reorganizations (see 31.205-20 andnent of any tax or duty allowed as contract costs, and if
31.205-27). those costs were reimbursed by a foreign government, the
(3) Taxes from which exemptions are available to the amount of the reduction shall be paid to the Treasurer of the
contractor directly, or available to the contractor based onUnited States at the time the Federal income tax return is
an exemption afforded the Government, except when thefiled. However, any interest actually paid or credited to a
contracting officer determines that the administrative bur- contractor incident to a refund of tax, interest, or penalty
den incident to obtaining the exemption outweighs the shall be paid or credited to the Government only to the
corresponding benefits accruing to the Government. Whenextent that such interest accrued over the period during
partial exemption from a tax is attributable to Government which the contractor had been reimbursed by the
contract activity, taxes charged to such work in excess ofGovernment for the taxes, interest, or penalties.
that amount resulting from application of the preferential
treatment are unallowable. These provisions intend that tax31.205-42 Termination costs.
preference attributable to Government contract activity be  Contract terminations generally give rise to the incur-
realized by the Government. The term “exemption” means rence of costs or the need for special treatment of costs that
freedom from taxation in whole or in part and includes a tax would not have arisen had the contract not been terminated.
abatement or reduction resulting from mode of assessmentThe following cost principles peculiar to termination situa-

method of calculation, or otherwise. tions are to be used in conjunction with the other cost
(4) Special assessments on land that represent capitgbrinciples in Subpart 31.2:
improvements. (@) Common itemsThe costs of items reasonably

(5) Taxes (including excises) on real or personal usable on the contractor’s other work shall not be allowable
property, or on the value, use, possession or sale thereofinless the contractor submits evidence that the items could
which is used solely in connection with work other than on not be retained at cost without sustaining a loss. The con-
Government contracts (see paragraph (c) of this section. tracting officer should consider the contractor’s plans and

(6) Any excise tax in subtitle D, chapter 43 of the orders for current and planned production when determin-
Internal Revenue Code of 1986, as amended. That chapteing if items can reasonably be used on other work of the
includes excise taxes imposed in connection with qualified contractor. Contemporaneous purchases of common items
pension plans, welfare plans, deferred compensation plansby the contractor shall be regarded as evidence that such
or other similar types of plans. items are reasonably usable on the contractor’s other work.

(7) Income tax accruals designed to account for the Any acceptance of common items as allocable to the termi-
tax effects of differences between taxable income and pre-nated portion of the contract should be limited to the extent
tax income as reflected by the books of account andthat the quantities of such items on hand, in transit, and on
financial statements. order are in excess of the reasonable quantitative require-

(c) Taxes on property (see subparagraph (b)(5) of thisments of other work.
section) used solely in connection with either non- (b) Costs continuing after terminatiorbespite all rea-
Government or Government work should be consideredsonable efforts by the contractor, costs which cannot be
directly applicable to the respective category of work unlessdiscontinued immediately after the effective date of termi-
the amounts involved are insignificant or comparable nation are generally allowable. However, any costs
results would otherwise be obtainedy, taxes on contrac-  continuing after the effective date of the termination due to
tor-owned work-in-process which is used solely in the negligent or willful failure of the contractor to discon-
connection with non-Government work should be allocated tinue the costs shall be unallowable.
to such work; taxes on contractor-owned work-in-process (c) Initial costs. Initial costs (see 15.804-6(f)), includ-
inventory (and Government-owned work-in-process inven- ing starting load and preparatory costs, are allowable as
tory when taxed) used solely in connection with follows:
Government work should be charged to such work. The cost (1) Starting load costs not fully absorbed because of
of taxes incurred on property used in both Government andtermination are nonrecurring labor, material, and related
non-Government work shall be apportioned to all such work overhead costs incurred in the early part of production and
based upon the use of such property on the respective finatesult from factors such as—

cost objectives. (i) Excessive spoilage due to inexperienced labor;
(d) Any taxes, interest, or penalties that were allowed as (ii) Idle time and subnormal production due to

contract costs and are refunded to the contractor shall baesting and changing production methods;

credited or paid to the Government in the manner it directs. (iii) Training; and
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(iv) Lack of familiarity or experience with the be allowed when the alterations were necessary for per-
product, materials, or manufacturing processes. forming the contract.
(2) Preparatory costs incurred in preparing to per- (g) Settlement expensefl) Settlement expenses,
form the terminated contract include such costs as thosancluding the following, are generally allowable:
incurred for initial plant rearrangement and alterations, (i) Accounting, legal, clerical, and similar costs
management and personnel organization, and productiorreasonably necessary for—
planning. They do not include special machinery and equip- (A) The preparation and presentation, includ-
ment and starting load costs. ing supporting data, of settlement claims to the contracting
(3) When initial costs are included in the settlement officer; and
proposal as a direct charge, such costs shall not also be (B) The termination and settlement of
included in overhead. Initial costs attributable to only one subcontracts.
contract shall not be allocated to other contracts. (i) Reasonable costs for the storage, transporta-
(4) If initial costs are claimed and have not been seg-tion, protection, and disposition of property acquired or
regated on the contractor’s books, they shall be segregategroduced for the contract.
for settlement purposes from cost reports and schedules (iii) Indirect costs related to salary and wages
reflecting that high unit cost incurred during the early stagesincurred as settlement expenses in (i) and (ii); normally,
of the contract. such indirect costs shall be limited to payroll taxes, fringe
(5) If the settlement proposal is on the inventory benefits, occupancy costs, and immediate supervision costs.
basis, initial costs should normally be allocated on the basis (2) If settlement expenses are significant, a cost
of total end items called for by the contract immediately account or work order shall be established to separately
before termination; however, if the contract includes end identify and accumulate them.
items of a diverse nature, some other equitable basis may be (h) Subcontractor claimsSubcontractor claims, includ-
used, such as machine or labor hours. ing the allocable portion of the claims common to the

(d) Loss of useful value.oss of useful value of special contract and to other work of the contractor, are generally
tooling, and special machinery and equipment is generallyallowable. An appropriate share of the contractor’s indirect
allowable, provided— expense may be allocated to the amount of settlements with

(1) The special tooling, or special machinery and subcontractors; provided, that the amount allocated is rea-
equipment is not reasonably capable of use in the othersonably proportionate to the relative benefits received and is
work of the contractor; otherwise consistent with 31.201-4 and 31.203(c). The indi-

(2) The Government's interest is protected by trans- rect expense so allocated shall exclude the same and similar
fer of title or by other means deemed appropriate by thecosts claimed directly or indirectly as settlement expenses.
contracting officer; and

(3) The loss of useful value for any one terminated 31.205-43 Trade, business, technical and professional
contract is limited to that portion of the acquisition cost  activity costs.
which bears the same ratio to the total acquisition cost as the The following types of costs are allowable:
terminated portion of the contract bears to the entire termi- (a) Memberships in trade, business, technical, and pro-
nated contract and other Government contracts for whichfessional organizations.
the special tooling, or special machinery and equipment was (b) Subscriptions to trade, business, professional, or
acquired. other technical periodicals.

(e) Rental under unexpired leaseRental costs under (c) When the principal purpose of a meeting, convention,
unexpired leases, less the residual value of such leases, amnference, symposium, or seminar is the dissemination of
generally allowable when shown to have been reasonablytrade, business, technical or professional information or the
necessary for the performance of the terminated contractstimulation of production or improved productivity—
if— (1) Costs of organizing, setting up, and sponsoring

(1) The amount of rental claimed does not exceed thethe meetings, conventions, symposia, etc., including rental
reasonable use value of the property leased for the period 0bf meeting facilities, transportation, subsistence, and inci-
the contract and such further period as may be reasonableajental costs;
and (2) Costs of attendance by contractor employees,

(2) The contractor makes all reasonable efforts to ter- including travel costs (see 31.205-46); and
minate, assign, settle, or otherwise reduce the cost of such (3) Costs of attendance by individuals who are not
lease. employees of the contractor, provided—

() Alterations of leased propertyfhe cost of alter- (i) Such costs are not also reimbursed to the indi-
ations and reasonable restorations required by the lease mayidual by the employing company or organization, and
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(i) The individuals attendance is essential to charges and employees’ salaries, subsistence, training mate-
achieve the purpose of the conference, meeting, conventiongials, textbooks, and travel. Costs allowable under this

symposium, etc. paragraph do not include costs for courses that are part of a
degree-oriented curriculum, which are only allowable pur-
31.205-44 Training and education costs. suant to paragraphs (c) and (d) of this subsection.
(a) Allowable costs.Training and education costs are () Other expensesdMaintenance expense and normal
allowable to the extent indicated below. depreciation or fair rental on facilities owned or leased by

(b) Vocational training.Costs of preparing and main- the contractor for training purposes are allowable in accor-
taining a noncollege level program of instruction, including dance with 31.205-11, 31.205-17, 31.205-24, and 31.205-36.
but not limited to on-the-job, classroom, and apprenticeship  (g) Grants. Grants to educational or training institu-
training, designed to increase the vocational effectiveness otions, including the donation of facilities or other properties,

employees, are allowable. These costs include— scholarships, and fellowships are considered contributions
(1) Salaries or wages of trainees (excluding overtime and are unallowable.
compensation), (h) Advance agreement¢l) Training and education
(2) Salaries of the director of training and staff when costs in excess of those otherwise allowable under para-
the training program is conducted by the contractor, graphs (c) and (d) of this subsection, including subsistence,
(3) Tuition and fees when the training is in an institu- salaries or any other emoluments, may be allowed to the
tion not operated by the contractor, and/or extent set forth in an advance agreement negotiated under
(4) Training materials and textbooks. 31.109. To be considered for an advance agreement, the

(c) Part-time college level educatiollowable costs contractor must demonstrate that the costs are consistently
of part-time college education at an undergraduate or postincurred under an established managerial, engineering, or
graduate level, including that provided at the contractor’s scientific training and education program, and that the
own facilities, are limited to— course or degree pursued is related to the field in which the

(1) Fees and tuition charged by the educational insti- employees are now working or may reasonably be expected
tution, or, instead of tuition, instructors’ salaries and the to work. Before entering into the advance agreement, the
related share of indirect cost of the educational institution, contracting officer shall give consideration to such factors
to the extent that the sum thereof is not in excess of theas—

tuition that would have been paid to the participating edu- (i) The length of employees’ service with the con-
cational institution; tractor;

(2) Salaries and related costs of instructors who are (i) Employees' past performance and potential;
employees of the contractor; (i) Whether employees are in formal develop-

(3) Training materials and textbooks; and ment programs; and

(4) Straight-time compensation of each employee for (iv) The total number of participating employees.
time spent attending classes during working hours not in (2) Any advance agreement must include a provision

excess of 156 hours per year where circumstances do natequiring the contractor to refund to the Government train-
permit the operation of classes or attendance at classes aftémg and education costs for employees who resign within 12
regular working hours. In unusual cases, the period may bemonths of completion of such training or education for rea-
extended (see paragraph (h) of this subsection). sons within an employee’s control.

(d) Full-time education.Costs of tuition, fees, training (i) Training or education costs for other than bona fide
materials and textbooks (but not subsistence, salary, or angmployeesCosts of tuition, fees, textbooks, and similar or
other emoluments) in connection with full-time education, related benefits provided for other than bona fide employees
including that provided at the contractor’s own facilities, at are unallowable, except that the costs incurred for educating
a postgraduate but not undergraduate college level, aremployee dependents (primary and secondary level studies)
allowable only when the course or degree pursued is relatedvhen the employee is working in a foreign country where
to the field in which the employee is working or may rea- public education is not available and where suitable private
sonably be expected to work and are limited to a total periodeducation is inordinately expensive may be included in
not to exceed 2 school years or the length of the degree proeverseas differential.
gram, whichever is less, for each employee so trained. () Employee dependent education pla@asts of col-

(e) Specialized programsCosts of attendance of up to lege plans for employee dependents are unallowable.

16 weeks per employee per year at specialized programs

specifically designed to enhance the effectiveness of man-31.205-45 Transportation costs.

agers or to prepare employees for such positions are Allowable transportation costs include freight, express,
allowable. Such costs include enrollment fees and relatedcartage, and postage charges relating to goods purchased, in
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process, or delivered. When these costs can be identifieda)(2)(i) and (ii) of this subparagraph, available on a sub-
with the items involved, they may be directly costed as scription basis from the—

transpc_;rtatic_)n cc_)sts or added to _the cost_ of such items. Superintendent of Documents

When |_dent|f|cat|on with th_e materials received cannot be U.S. Government Printing Office

made, inbound transportation costs may be charged to the  \yashington, DC 20402

appropriate indirect cost accounts if the contractor follows a

consistent and equitable procedure. Outbound freight, if Stock No. 744-008-00000-0

reimbursable under the terms of the contract, shall be (3) In special or unusual situations, actual costs in

treated as a direct cost. excess of the above-referenced maximum per diem rates are
allowable provided that such amounts do not exceed the

31.205-46 Travel costs. higher amounts authorized for Federal civilian employees

(@) Costs for transportation, lodging, meals, and inci- as permitted in the regulations referenced in (a)(2)(), (ii), or
dental expensegql1) Costs incurred by contractor (i) of this subsection. For such higher amounts to be allow-
personnel on official company business are allowable, sub-gple, all of the following conditions must be met:
ject to the limitations contained in this subsection. Costs for (i) One of the conditions warranting approval of
transportation may be based on mileage rates, actual cosighe actual expense method, as set forth in the regulations
incurred, or on a combination thereof, provided the method referenced in paragraphs (a)(2)(i), (ii), or (iii) of this sub-
used results in a reasonable charge. Costs for lodginggection, must exist.
meals, and incidental expenses may be based on per diem, (i) A written justification for use of the higher
actual expenses, or a combination thereof, provided theamounts must be approved by an officer of the contractor’s
method used results in a reasonable charge. ~ organization or designee to ensure that the authority is prop-

(2) Except as provided in subparagraph (a)(3) of this erly administered and controlled to prevent abuse.
subsection, costs incurred for lodging, meals, and incidental (iii) If it becomes necessary to exercise the author-
expenses (as defined in the regulations cited in (a)(2)(ity to use the higher actual expense method repetitively or
througkh (iii) of this subparagraph) shall be considered to bepn a continuing basis in a particular area, the contractor
reasonable and allowable only to the extent that they do nonyst obtain advance approval from the contracting officer.
exceed on a daily basis the maximum per diem rates in (iv) Documentation to support actual costs
effect at the time of travel as set forth in the— incurred shall be in accordance with the contractor’s estab-

(i) Federal Travel Regulations, prescribed by the |ished practices, subject to subparagraph (a)(7) of this
General Services Administration, for travel in the contermi- g;psection, and provided that a receipt is required for each
nous 48 United States, available on a subscription basissypenditure in excess of $25.00. The approved justification

from the: required by (a)(3)(i) and, if applicable, (a)(3)(iii) of this
Superintendent of Documents subparagraph must be retained.
U.S. Government Printing Office (4) Subparagraphs (a)(2) and (a)(3) of this subsection
Washington DC 20402 do not incorporate the regulations cited in subdivisions

(a)(2)(), (i), and (iii) of this subsection in their entirety.
Only the maximum per diem rates, the definitions of lodg-

(i) Joint Travel Regulation, Volume 2, DoD ing, meals, and incidental expenses, and the regulatory
Civilian Personnel, Appendix A, prescribed by the coverage dealing with special or unusual situations are
Department of Defense, for travel in Alaska, Hawaii, The incorporated herein.

Stock No. 922-002-00000-2

Commonwealth of Puerto Rico, and territories and posses- (5) An advance agreement (see 31.109) with respect
sions of the United States, available on a subscription basigo compliance with subparagraphs (a)(2) and (a)(3) of this
from the— subsection may be useful and desirable.
Superintendent of Documents (6) The maximum per diem rates referenced in sub-
U.S. Government Printing Office paragraph (a)(2) of this subsection generally would not
Washington DC 20402 constitute a reasonable daily charge—

(i) When no lodging costs are incurred; and/or
(i) On partial travel dayse(g, day of departure

(iii) Standardized Regulations (Government and return).
Civilians, Foreign Areas), Section 925, “Maximum Travel Appropriate downward adjustments from the maximum per
Per Diem Allowances for Foreign Areas,” prescribed by the diem rates would normally be required under these circum-
Department of State, for travel in areas not covered instances. While these adjustments need not be calculated in

Stock No. 908-010-00000-1; or
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accordance with the Federal Travel Regulation or Joint (i) Name of each passenger and relationship to
Travel Regulations, they must result in a reasonable chargethe contractor;
(7) Costs shall be allowable only if the following (iv) Authorization for trip; and

information is documented— (v) Purpose of trip.

(i) Date and place (city, town, or other similar des- (3) Where an advance agreement is proposed (see
ignation) of the expenses; 31.109), consideration may be given to the following:

(ii) Purpose of the trip; and (i) Whether scheduled commercial airlines or

(iii) Name of person on trip and that person’s title other suitable, less costly, travel facilities are available at
or relationship to the contractor. reasonable times, with reasonable frequency, and serve the

(b) Travel costs incurred in the normal course of overall required destinations conveniently.

administration of the business are allowable and shall be (i) Whether increased flexibility in scheduling
treated as indirect costs. results in time savings and more effective use of personnel

(c) Travel costs directly attributable to specific contract that would outweigh additional travel costs.
performance are allowable and may be charged to the con- (f) Costs of contractor-owned or -leased automobiles, as
tract under 31.202. used in this paragraph, include the costs of lease, operation

(d) Airfare costs in excess of the lowest customary stan-(including personnel), maintenance, depreciation, insur-
dard, coach, or equivalent airfare offered during normal ance, etc. These costs are allowable, if reasonable, to the
business hours are unallowable except when such accomextent that the automobiles are used for company business.
modations require circuitous routing, require travel during That portion of the cost of company-furnished automobiles
unreasonable hours, excessively prolong travel, result inthat relates to personal use by employees (including trans-
increased cost that would offset transportation savings, areportation to and from work) is compensation for personal
not reasonably adequate for the physical or medical needservices and is unallowable as stated in 31.205-6(m)(2).
of the traveler, or are not reasonably available to meet mis-
sion requirements. However, in order for airfare costs in 31.205-47 Costs related to legal and other proceedings.
excess of the above standard airfare to be allowable, the (a) Definitions.
applicable condition(s) set forth above must be documented “Conviction,” as used in this subsection, is defined in
and justified. 9.403.

(e)(1) “Cost of travel by contractor-owned, -leased, or  “Costs” include, but are not limited to, administrative
-chartered aircraft,” as used in this paragraph, includes theand clerical expenses; the costs of legal services, whether
cost of lease, charter, operation (including personnel), main-performed by in-house or private counsel; the costs of the
tenance, depreciation, insurance, and other related costs. services of accountants, consultants, or others retained by

(2) The costs of travel by contractor-owned, -leased, the contractor to assist it; costs of employees, officers, and
or -chartered aircraft are limited to the standard airfare directors; and any similar costs incurred before, during, and
described in paragraph (d) of this subsection for the flight after commencement of a judicial or administrative pro-
destination unless travel by such aircraft is specifically ceeding which bears a direct relationship to the proceeding.
required by contract specification, term, or condition, or a  “Fraud,” as used in this subsection, means—

higher amount is approved by the contracting officer. A (1) Acts of fraud or corruption or attempts to defraud
higher amount may be agreed to when one or more of thehe Government or to corrupt its agents,
circumstances for justifying higher than standard airfare (2) Acts which constitute a cause for debarment or

listed in paragraph (d) of this subsection are applicable, orsuspension under 9.406-2(a) and 9.407-2(a) and

when an advance agreement under subparagraph (e)(3) of (3) Acts which violate the False Claims Act,
this subsection has been executed. In all cases, travel b3l U.S.C., sections 3729-3731, or the Anti-Kickback Act,
contractor-owned, -leased, or -chartered aircraft must be4l U.S.C., sections 51 and 54.

fully documented and justified. For each contractor-owned, “Penalty,” does not include restitution, reimbursement,
-leased, or -chartered aircraft used for any business purposer compensatory damages.

which is charged or allocated, directly or indirectly, to a  “Proceeding,” includes an investigation.

Government contract, the contractor must maintain and (b) Costs incurred in connection with any proceeding
make available manifest/logs for all flights on such com- brought by a Federal, State, local or foreign government for
pany aircraft. As a minimum, the manifest/log shall violation of, or a failure to comply with, law or regulation

indicate— by the contractor (including its agents or employees) are
() Date, time, and points of departure; unallowable if the result is—
(i) Destination, date, and time of arrival, (1) In a criminal proceeding, a conviction;
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(2) In a civil or administrative proceeding, either a principles governing the award of legal fees in civil actions
finding of contractor liability where the proceeding involves involving the United States as a party, and such other factors
an allegation of fraud or similar misconduct or imposition as may be appropriate. Such percentage shall not exceed 80
of a monetary penalty where the proceeding does notpercent. However, if an agreement reached under para-

involve an allegation of fraud or similar misconduct; graph (c) of this subsection has explicitly considered this 80
(3) A final decision by an appropriate official of an percent rule, then the full amount of costs resulting from
executive agency to— that agreement shall be allowable.
(i) Debar or suspend the contractor; (f) Costs not covered elsewhere in this subsection are
(i) Rescind or void a contract; or unallowable if incurred in connection with:
(iii) Terminate a contract for default by reason of (1) Defense against Federal Government claims or
a violation or failure to comply with a law or regulation. appeals or the prosecution of claims or appeals against the
(4) Disposition of the matter by consent or compro- Federal Government (see 33.201).
mise if the proceeding could have led to any of the (2) Organization, reorganization, (including mergers

outcomes listed in subparagraphs (b)(1) through (3) of thisand acquisitions) or resisting mergers and acquisitions (see
subsection (but see paragraphs (c) and (d) of thisalso 31.205-27).
subsection); or (3) Defense of antitrust suits.

(5) Not covered by subparagraphs (b)(1) through (4) (4) Defense of suits brought by employees or ex-
of this subsection, but where the underlying alleged con-employees of the contractor under section 2 of the Major
tractor misconduct was the same as that which led to aFraud Act of 1988 where the contractor was found liable or
different proceeding whose costs are unallowable by reasorsettled.
of subparagraphs (b)(1) through (4) of this subsection. (5) Costs of legal, accounting, and consultant ser-

(c) To the extent they are not otherwise unallowable, vices and directly associated costs incurred in connection
costs incurred in connection with any proceeding underwith the defense or prosecution of lawsuits or appeals
paragraph (b) of this subsection commenced by the Unitedbetween contractors arising from either—

States that is resolved by consent or compromise pursuant (1) An agreement or contract concerning a team-
to an agreement entered into between the contractor and thimg arrangement, a joint venture, or similar arrangement of
United States, and which are unallowable solely because okhared interest; or

paragraph (b) of this subsection, may be allowed to the (2) Dual sourcing, coproduction, or similar pro-
extent specifically provided in such agreement. grams, are unallowable, except when
(d) To the extent that they are not otherwise unallow- () Incurred as a result of compliance with spe-

able, costs incurred in connection with any proceeding cific terms and conditions of the contract or written
under paragraph (b) of this subsection commenced by anstructions from the contracting officer, or

State, local, or foreign government may be allowable (i) When agreed to in writing by the contract-
when the contracting officer (or other official specified in ing officer.

agency procedures) determines, that the costs were (6) Patent infringement litigation, unless otherwise

incurred either: provided for in the contract.

(1) As a direct result of a specific term or condition (7) Representation of, or assistance to, individuals,
of a Federal contract; or groups, or legal entities which the contractor is not legally

(2) As a result of compliance with specific written bound to provide, arising from an action where the partici-
direction of the cognizant contracting officer. pant was convicted of violation of a law or regulation or was

(e) Costs incurred in connection with proceedings found liable in a civil or administrative proceeding.

described in paragraph (b) of this subsection, but which are (8) Protests of Federal Government solicitations or
not made unallowable by that paragraph, may be allowablecontract awards, or the defense against protests of such
to the extent that: solicitations or contract awards, unless the costs of defend-

(1) The costs are reasonable in relation to the activi- ing against a protest are incurred pursuant to a written
ties required to deal with the proceeding and the underlyingrequest from the cognizant contracting officer.
cause of action; (g) Costs which may be unallowable under 31.205-47,

(2) The costs are not otherwise recovered from the including directly associated costs, shall be segregated and
Federal Government or a third party, either directly as aaccounted for by the contractor separately. During the pen-
result of the proceeding or otherwise; and dency of any proceeding covered by paragraph (b) and

(3) The percentage of costs allowed does not exceedsubparagraphs (f)(4) and (f)(7) of this subsection, the con-
the percentage determined to be appropriate considering thé&racting officer shall generally withhold payment of such
complexity of procurement litigation, generally accepted costs. However, if in the best interests of the Government,
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the contracting officer may provide for conditional payment 31.302 General.

upon provision of adequate security, or other adequate Office of Management and Budget (OMB) Circular No.

assurance, and agreement by the contractor to repay alh-21, Cost Principles for Educational Institutions, revised,

unallowable costs, plus interest, if the costs are subseprovides principles for determining the costs applicable to

guently determined to be unallowable. research and development, training, and other work per-
formed by educational institutions under contracts with the

31.205-48 Deferred research and development costs. Government.

“Research and development,” as used in this subsection,

means the type of technical effort which is described in 31.303 Requirements.

31.205-18 but which is sponsored by, or required in perfor- (&) Contracts that refer to this Subpart 31.3 for deter-

mance of, a contract or grant. Research and deve|0pmenv[nining allowable costs under contracts with educational

costs (including amounts capitalized) that were incurred institutions shall be deemed to refer to, and shall have the

before the award of a particular contract are unallowable &llowability of costs determined by the contracting officer

except when allowable as precontract costs. In addition,in accordance with, the revision of OMB Circular A-21 in

when costs are incurred in excess of either the price of &€ffect on the date of the contract. - _

contract or amount of a grant for research and development, (P) Agencies are not expected to place additional restric-

effort, such excess may not be allocated as a cost to any©ns on individual items of cost.

h :
other Government contract Subparts 31.4 and 31.5—[Reserved]

31.205-49 Goodwill.

Goodwill, an unidentifiable intangible asset, originates
under the purchase method of accounting for a business
combination when the price paid by the acquiring company
exceeds the sum of the identifiable individual assets
acquired less liabilities assumed, based upon their fair val-
ues. The excess is commonly referred to as goodwill.
Goodwill may arise from the acquisition of a company as a
whole or a portion thereof. Any costs for amortization,
expensing, write-off, or write-down of goodwill (however
represented) are unallowable.

Subpart 31.6—Contracts with State, Local,
and Federally Recognized Indian Tribal
Governments

31.601 Purpose.

This subpart provides the principles for determining
allowable cost of contracts and subcontracts with State,
local, and federally recognized Indian tribal governments.

31.602 General.

Office of Management and Budget (OMB) Circular No.
A-87, Cost Principles for State and Local Governments,
Revised, sets forth the principles for determining the allow-
able costs of contracts and subcontracts with State, local,
and federally recognized Indian tribal governments. These
principles are for cost determination and are not intended to
identify the circumstances or dictate the extent of Federal

31.205-52 Asset valuations resulting from business anq State or local participation in financing a particular
combinations. contract.

When the purchase method of accounting for a business
combination is used, allowable amortization, cost of money, 31 03 Requirements.
and depreciation shall be limited to the total of the amounts  (a) Contracts that refer to this Subpart 31.6 for deter-
that would have been allowed had the combination notmining allowable costs under contracts with State, local and
taken place. Indian tribal governments shall be deemed to refer to, and
shall have the allowability of costs determined by the con-
tracting officer in accordance with, the revision of OMB
Circular A-87 which is in effect on the date of the contract.
(b) Agencies are not expected to place additional restric-
31.301 Purpose. tions on individual items of cost. However, under 10
This subpart provides the principles for determining the U.S.C. 2324(e) and 41 U.S.C. 256(e), the following costs
cost of research and development, training, and other workare unallowable:

31.205-50 [Reserved]

31.205-51 Costs of alcoholic beverages.
Costs of alcoholic beverages are unallowable.

Subpart 31.3—Contracts with Educational
Institutions

performed by educational institutions under contracts with
the Government.

(1) Costs of entertainment, including amusement,
diversion, and social activities, and any costs directly associ-
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ated with such costs (such as tickets to shows or sports eventsjined by regulations in the FAR or in an executive agency
meals, lodging, rentals, transportation, and gratuities). supplement to the FAR.

(2) Costs incurred to influence (directly or indirectly) (14) Costs of severance pay paid by the contractor to
legislative action on any matter pending before Congress, a foreign national employed by the contractor under a ser-
State legislature, or a legislative body of a political subdivi- vice contract performed in a foreign country if the
sion of a State. termination of the employment of the foreign national is the

(3) Costs incurred in defense of any civil or criminal result of the closing of, or curtailment of activities at, a
fraud proceeding or similar proceeding (including filing of United States facility in that country at the request of the
any false certification) brought by the United States where government of that country.
the contractor is found liable or has pleaded nolo contendere (15) Costs incurred by a contractor in connection
to a charge of fraud or similar proceeding (including filing with any criminal, civil, or administrative proceedings com-
of a false certification). menced by the United States or a State, to the extent

(4) Payments of fines and penalties resulting from provided in 10 U.S.C. 2324(k) or 41 U.S.C. 256(k).
violations of, or failure to comply with, Federal, state, local,
or foreign laws and regulations, except when incurred as a  Subpart 31.7—Contracts with Nonprofit
result of compliance with specific terms and conditions of Organizations
the contract or specific written instructions from the con-
tracting officer authorizing in advance such payments in 31.701 Purpose.
accordance with applicable regulations in the FAR or an  This subpart provides the principles for determining the

executive agency supplement to the FAR. cost applicable to work performed by nonprofit organiza-
(5) Costs of any membership in any social, dining, or tions under contracts with the Government. A nonprofit
country club or organization. organization, for purpose of identification, is defined as a
(6) Costs of alcoholic beverages. business entity organized and operated exclusively for char-
(7) Contributions or donations, regardless of the itable, scientific, or educational purposes, of which no part
recipient. of the net earnings inure to the benefit of any private share-
(8) Costs of advertising designed to promote the con- holder or individual, of which no substantial part of the
tractor or its products. activities is carrying on propaganda or otherwise attempting
(9) Costs of promotional items and memorabilia, to influence legislation or participating in any political cam-
including models, gifts, and souvenirs. paign on behalf of any candidate for public office, and
(10) Costs for travel by commercial aircraft which which are exempt from Federal income taxation under sec-
exceed the amount of the standard commercial fare. tion 501 of the Internal Revenue Code.

(11) Costs incurred in making any payment (com-
monly known as a "golden parachute payment") which is— 31.702 General.

(i) In an amount in excess of the normal severance  Office of Management and Budget (OMB) Circular No.
pay paid by the contractor to an employee upon terminationA-122, Cost Principles for Nonprofit Organizations, sets
of employment; and forth principles for determining the costs applicable to work

(i) Is paid to the employee contingent upon, and performed by nonprofit organizations under contracts (also
following, a change in management control over, or owner- applies to grants and other agreements) with the
ship of, the contractor or a substantial portion of the Government.
contractor's assets.

(12) Costs of commercial insurance that protects 31.703 Requirements.
against the costs of the contractor for correction of the con- (a) Contracts which refer to this Subpart 31.7 for deter-
tractor's own defects in materials or workmanship. mining allowable costs shall be deemed to refer to, and shall
(13) Costs of severance pay paid by the contractor tohave the allowability of costs determined by the contracting
foreign nationals employed by the contractor under a ser-officer in accordance with, the revision of OMB Circular A-
vice contract performed outside the United States, to thel22 in effect on the date of the contract.
extent that the amount of the severance pay paid in any case (b) Agencies are not expected to place additional restric-
exceeds the amount paid in the industry involved under thetions on individual items of cost. However, under 10
customary or prevailing practice for firms in that industry U.S.C. 2324(e) and 41 U.S.C. 256(e), the costs cited in
providing similar services in the United States, as deter-31.603(b) are unallowable.
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