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Principles for Determining Costs
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Learning Objectives
After reading this chapter, you will be able to:
· List the factors affecting whether or not a cost is allowable.
· Define the factor “reasonableness”, and describe how it is applied in determining costs.
· Define the factor “allocable”, and describe how it is applied in determining costs.
· Describe how limitations and exclusions are factored into determining costs.
· Define general and administrative costs.
· Describe the intent of applicable credits.
· Describe three major types of revenue.
· Distinguish between direct and indirect costs.
· Define the term “distribution base” and explain its application in allocating costs. 
· Describe a simplified method for allocating costs.
· Locate information in the Contract Reimbursement Manual (CRM) on allowable and unallowable costs.
Introduction to Principles for Determining Costs

Application to Cost Related Contracts
The principles and standards for determining costs presented in the Contract Reimbursement Manual (CRM), Chapter 4, are applicable primarily to cost-related contracts where such considerations are necessary to derive the bottom line cost of the contract.

Mutual Understanding
The successful application of these principles requires mutual understanding between the Provider and the Department.  Both parties recognize that participation in the financing of a program is properly the subject of negotiation between the Department and the Provider.  Further, the Provider is expected to employ sound management practice in the fulfillment of its contractual obligation.  And finally, the Provider, in recognition of its own unique combination of staff, facilities and experience, is responsible for employing sound organizational and management practices to ensure proper and efficient contract administration.

Uniform Approach to Determining Costs
The principles and standards contained in CRM Chapter 4 provide a uniform approach to the task of determining costs.  (These principles do not address the issue of profit.) When properly applied, the principles improve the efficiency and evenhandedness of the contracting process.  
Before going further, it is important to remember that contracting Departmental Components may choose not to participate in any item of cost, regardless of whether or not it is designated as “allowable” in accordance with these principles.  For example, a provider can choose to buy equipment or hire personnel to deliver the contracted services.  But if the contracting Departmental Component feels that any of these resources are unnecessary or extraneous, it does not have to participate in paying for these items through the contract.
Factors Affecting Allowable Costs
There are four factors to be considered in determining the allowability of individual items of cost:
· Reasonableness;
· Allocability (distribution of costs);
· Application of Generally Accepted Accounting Principles (GAAP) & practices;
· Limitations and exclusions.
Reasonableness - The CRM defines a cost as reasonable if  “it does not exceed that which would be incurred by an ordinarily prudent person in the conduct of competitive business.”  Since providers might not be subject to competitive restraints, it is important to scrutinize costs in accordance with the principles cited in the CRM manual.  Consider whether:

· the cost is generally recognized as  ordinary and necessary to either the operation of the provider or the performance of the contract;

· the cost is within what is considered sound business practices, or the requirements of arm’s length bargaining, federal and State laws and regulations, and contract terms and specifications;

· the cost is related to significant deviations from established practices of the provider that may unjustifiably increase the contract cost; 
· the cost is in excess of what would have been incurred absent a Department contract; and
· a prudent business person would consider the cost reasonable given due consideration to all affected parties.
Allocability
A cost is allocable if it is assignable to a particular cost objective (contract, project, product, service, etc.) in accordance with the relative benefits received.  Consider whether it should:

· be incurred specifically for the contract;

· be necessary to the overall operation of the provider agency when a direct relationship to a particular cost objective can’t be shown; and
· benefit both the contract and other work, and be distributed to them in reasonable proportion to the benefits received.
Application of Generally Accepted Accounting Principles (GAAP) & practices
GAAP are not a fixed set of rules.  They are guidelines or, more precisely, a group of objectives and conventions that have evolved over time to govern how financial statements are prepared and presented.  Provider compliance with GAAP helps maintain creditability with the Department because it demonstrates that the provider’s financial reports accurately portray its financial position.
Limitations & exclusions
Established contract costs or rates based on CRM cost principles are subject to limitations imposed by applicable statute or regulation.  Additionally, in order to accept the provider’s cost/rate figures, the following conditions are imposed:

· no costs other than those incurred by the provider should be included in the contract budget, and they should be considered allowable under the cost principles;
· similar types of costs have been given similar accounting treatment; and
· the supporting information used as a basis for acceptance of the cost/rate as provided by the provider agency is not subsequently found to be materially incomplete or inaccurate.
General and Administrative (G&A) Costs
General and Administrative Costs is a term used for a process of assigning (charging) costs that are common to two or more of a Provider Agency’s cost objectives or operations.  These costs must be essential to the functioning of the provider agency.

Examples of G&A costs include such items as insurance, janitorial services, security services, parking lot maintenance, snowplowing, etc.  These costs must be spread across the entire organization, using some sort of cost allocation plan. 

Your CRM manual sets the expectation that allowable general and administrative costs are essential to the functioning of provider agencies.

In cases where certain state appropriations and/or federal grants/contracts restrict or cap G&A costs, the Department may seek to fund these costs from discretionary funds at its disposal.  If the Department does not identify the funds, the provider may choose not to accept these conditions.


Applicable Credits
Applicable credits are receipts or reductions of expenditures that offset or reduce expense items allocable to the contract as direct or indirect costs.  Typical examples are purchase discounts, rebates or allowances, recoveries or indemnities on losses, sales of scrap or incidental services, insurance refunds, adjustments of erroneous charges, and funds from certain government-sponsored programs such as Medicaid and the child nutrition program.  The portion of any of these examples that are applicable to any allowable cost in the contract budget must reduce or offset that cost.

Revenue

Revenue is the total income generated by the provider agency by means of its programs and activities. 

One of the provider’s sources of income is that which is generated in connection with the delivery of contract services such as: Department client fees, interest or dividends earned on Department funds, third-party insurance, or Department client rental agreements.
Provider Revenue used as cost sharing
Provider agency participation in the cost of the programs funded under the Department’s contract for services may be required or voluntary. 

Required Cost Sharing

Under the following conditions, the provider’s participation in cost sharing is required: 
· when the contract funds the delivery of less than 100 percent of the units of service, the provider must identify the other funding sources, and the amount must be sufficient to cover the balance of the cost;
· when the Department designates the contract to be a Social Services Block Grant (SSBG) service contract (not training) the cost sharing must follow the requirements outlined in Policy Circular P6.01; and
· when the Department designates a specific cost sharing requirement for a particular group of contracts.
Voluntary/Negotiated Cost Sharing
When other resources are available to reduce the cost of services, voluntary provider participation (through endowments, fund raising or gifts)in cost sharing is negotiated taking into consideration their funds and their ability to generate the needed revenue. 
Provider Revenue Not Used As Cost Sharing
All revenues received or generated by the provider which will not be used to offset the cost of Department-funded programs, but which will be used to fund other budgeted costs, are known as “provider revenue not used as cost sharing.”  The Department will encourage cost sharing when adequate funds exist.  Other than the circumstances listed above, the Department does not usually impose specific match and cost sharing requirements.
Cost Objectives

For cost determination purposes, components of cost are classified into two types: direct and indirect.
Direct Costs
Direct costs are costs that can be identified specifically with a particular cost objective.  They are not limited to items which are incorporated in the end product as material and labor.  Costs associated with the following types of activities, when normal or necessary to a provider agency’s primary mission, can be treated as direct costs:
· maintenance of membership rolls, subscriptions, publications;

· providing services and information to members, legislative or administrative bodies, or the public;

· promotion, lobbying and other forms of public relations;

· meetings and conferences, except those held to conduct the general administration of the agency;

· fund-raising;

· maintenance, protection, and investment of special funds not used in the operation of the agency; and
· administration of group benefits on behalf of members or clients.

Indirect costs
Indirect costs are costs which, because of their occurrence for common or joint objectives, are not readily subject to treatment as a direct cost.  After direct costs have been determined and charged directly to the contract, indirect costs are those remaining to be allocated.  The overall objective in assigning indirect costs is to allocate them to the provider’s major activities or cost objectives in reasonable proportion to the benefits provided. 

Indirect costs should be put into logical cost groupings based on the reason for incurring the costs.  Each grouping should be determined in a manner that makes it easy to allocate the grouping on the basis of the benefits accrued to the cost objectives. 

Where a cost grouping can be assigned directly to an area benefited, the allocation should be made in that manner.  Where cost grouping expenses are more general in nature, they must be allocated to the cost objectives through use of a distribution base which will produce fair results for both the provider and the Department.  In general, any cost element associated with the provider’s work is potentially adaptable for use as a distribution base provided 1) it can be readily expressed in terms of a quantitative measure (total direct costs, direct salaries, person-hours applied, square feet or hours utilized, etc.) and 2) it is common to the cost objectives during the base period.
The Distribution Base
The distribution base is the method used to distribute allocable or indirect costs in any category across the organization (to its various major activities or cost objectives) in reasonable proportion to the benefits provided.  The distribution base may be total direct costs (excluding capital expenditures), direct salaries and wages, or other base which results in an equitable distribution. 
An indirect cost rate should be determined for a single or each of the separate indirect cost pools.  The rate should be stated as the percentage of the base amount which is represented by the total amount of the particular indirect cost pool.

Simplified Allocation Method
Where a Provider Agency’s major functions benefit from its indirect costs to approximately the same degree, the allocation of indirect cost may be accomplished by:

1.  Separating the Provider Agency’s total costs for the base period as either direct or indirect, and 

2.  Dividing the total allowable indirect costs (net of applicable credits) by an equitable distribution base.

The result of these 2 steps is an indirect cost rate that is used to distribute indirect costs to a contract, program or activities.  This method should also be used where a provider agency has only one major function encompassing a number of individual activities.

Both direct and indirect costs shall exclude capital expenditures and unallowable costs. However, unallowable costs which represent activities must be included in the direct costs under the conditions described in the CRM Section 4.3, “Direct Costs.”
Selected Items of Cost

Application of Principles and Procedures
Subject to limitations of the contracting Departmental Component, selected items of cost are allowed to the extent that they are reasonable, allocable and allowable, and to the extent that adequate funding exists.  Chapter 4 of the Cost Reimbursement Manual presents general standards for allowable and unallowable costs that should be applied in the contracting process.  While not every element of cost in every situation that might arise is covered, determination of allowability should be based on the principles and standards set forth in Chapter 4 and the treatment of similar or related cost items. 

Mutual Agreement
Under any given contract, the reasonableness and allocability of certain items of costs may be difficult to determine.  Some costs in not-for-profit provider agencies are difficult to determine due to the nature of the item or service rendered by the provider, and the fact that they may not be subject to effective competitive restraints.  It is therefore important that providers entering into contracts with the Department seek agreement in advance on how to treat specific items of costs in order to avoid possible disallowance or dispute based on unreasonableness or nonallocability.
Allowable & Unallowable Items of Cost

General Standards for Allowable Costs
Section 4.6 of the Contract Reimbursement Manual provides specific information on general standards for determining allowability of 28 different types of costs.  This information is specific and detailed and should be reviewed thoroughly by contract administrators. 
The following types of allowable costs are included:
1. Advertising Costs

2. Bonding Costs

3. Communication Costs

4. Compensation for Personal Services

5. Depreciation and Use Allowances

6. Employee Morale, Health and Welfare Costs/Credits

7. Fringe Benefits

8. Insurance

9. Interest Applicable to Depreciable Capital Assets

10. Labor Relations Costs

11. Maintenance and Repair Costs

12. Materials and Supplies

13. Meetings and Conferences

14. Memberships, Subscriptions & Professional Activity Costs

15. Overtime, Extra-Pay Shift, and Multishift Premiums

16. Pension Plans

17. Plant Security Costs

18. Professional Service Costs

19. Profits and Losses on Disposition of Depreciable Property or Other Capital Assets

20. Rearrangement and Alteration Costs

21. Recruiting Costs

22. Rental Costs

23. Severance Pay

24. Taxes

25. Termination Costs

26. Training and Educational Costs

27. Transportation Costs

28. Travel Costs

General Standards for Unallowable Costs
Section 4.7 of the Contract Reimbursement Manual provides information on general standards for determining unallowable costs of 15 different types of costs.  Again, Contract Administrators should be thoroughly familiar with this material.

The following types of unallowable costs are included:

1. Bad Debts

2. Contingency Provisions

3. Contributions

4. Donations

5. Entertainment Costs

6. Equipment* and Other Capital Expenditures

7. Fines and Penalties

8. Idle Facilities and Idle Capacity

9. Interest, Fund-Raising, and Investment Management Costs

10. Losses on Other Contracts or Grants

11. Organization Costs

12. Participant Support Costs

13. Pre-Award Costs

14. Public Information Service Costs

15. Publication and Printing Costs*
*These cost may be allowable with prior approval of the DHS Departmental Component.
Cost Accounting Standards – Consistency

The cost accounting standards found in the final section (4.8) of Chapter 4 of the Contract Reimbursement Manual provide criteria for eliminating cost accounting alternatives which are unsound and weak.

Consistency in Budgeting, Accumulating and Reporting Costs
Provider agency practices used in budgeting costs for a contract must be consistent with the provider’s cost accounting practices used in accumulating and reporting costs.  Their practices must be consistent in:
· the classification of elements or functions of cost as direct or indirect;
· the indirect cost pools to which each element or function of cost is charged or budgeted to be charged; and
· the methods of allocating indirect costs to the contract.
Consistency in Allocating Cost Incurred for the Same Purpose
In order to avoid overcharging some cost objectives, and to prevent double counting, each type of cost must be allocated to a contract or other cost objective only once, and on only one basis.  Double counting occurs most commonly when cost items are allocated directly to a cost objective, while the same cost items are included in indirect cost pools which are allocated to the cost objective.

Application of Standards
In following the Cost Accounting Standards, the provider agency must:

· prepare the contract budget consistently with the way in which it records and accumulates costs on its books and records;
· prepare its fiscal-year-end expenditure report consistently with its method of preparing the contract budget; and

· charge direct and indirect type costs to the contract consistently with the methods identified in the contract budget which, in turn, must be consistent with all other programs, contracts, and cost activities of the provider.



How it Works…





Let’s say the Department contracts with a provider that delivers services in 10 buildings, but the Department contract is delivered at only one of the buildings.





The provider must pay costs for their entire operations. 





A simplified allocation plan might use the following: since there are 10 buildings and the Department is having services delivered in one building, the G&A cost for that building would be 1 out of 10 or 10 percent of all the cost for the shared services such as insurance, snow removal, building maintenance, etc. 





If two agencies other than the Department also had services delivered in the same building during the week, thus having three separate agencies receiving services out of the same building, the G&A cost would be 3.33 percent to each agency (1/3 of 10 percent).





Sometimes there is no clear-cut choice in allocating costs and a more creative means of allocating cost is needed. You could allocate costs based on the square footage of the building used to provide services, or the number of working telephones found in the affected service delivery area or possibly the number of employees needed to deliver the service, etc.
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