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Overview

This chapter is an overview of the Indirect Cost Rate Proposal (ICRP) Manual, source references, links, and other items.

Assuring Fiscal Integrity

Anyone who prepares, reviews, or bills the federal government should read this Indirect Cost Rate Proposal manual.  It provides helpful information including how to identify costs that can and cannot be reimbursed.  
This manual presents an overview and integrates the principles detailed in the Office of Management and Budget (OMB) Circular A-87 (Circular A-87), the Implementation Guide For Office of Management and Budget Circular A-87 ASMB C-10 (ASMB C-10), and the State Administrative Manual (SAM).

It provides information on using Statewide Indirect Cost Allocation Plan (SWCAP) or Pro Rata in an ICRP.   

You should review each chapter and take each chapter's Take a Quiz.   You should also attend an Indirect Cost Rate Proposal training class.  
While reviewing the information at this site, the Take a Quiz section includes some practice questions.  The answers are listed the end of the manual in Chapter 22.  
For questions, send an e-mail to:  FIPROSWP@dof.ca.gov.  The Department of Finance (Finance), Fiscal Systems and Consulting Unit (FSCU), Pro Rata and SWCAP (P and S) will respond.  
Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. The purpose of an Indirect Cost Rate Proposal (ICRP) is to provide a basis for:

a. Charging the Legislature.

b. Billing the federal government.

2. Which of the following is a potential outcome from "Take a Quiz"? 

a. Links to sites with supporting information.  
b. Identification of costs that can and cannot be reimbursed.

c. Each of the above is a potential outcome.

Overview

This chapter gives a brief overview for developing and preparing an Indirect Cost Rate Proposal (ICRP).
Indirect Cost Process

Determining Whether to Submit an ICRP

A State department seeking reimbursement from the federal government must submit an ICRP.   The grant must be supported by the submission of an ICRP each fiscal year.  Per federal guidelines, if an ICRP is not prepared or available, a future grant award can be impacted.   

Preparation of an ICRP

Preparing an ICRP involves determining what information is needed to compute indirect costs.   The procedures used to collect this information change over time in response to federal requirements and the degree of sophistication of relevant computer systems.  Indirect costs are computed in accordance with the applicable provisions of the Office of Management and Budget (OMB) OMB Circular A-87, Sections A, B, and E.  
Review your State department’s funding sources.  What percentage of total funding are federal funds?  This gives an idea of the materiality of federal expenditures and statewide cost recoveries.  It provides the costs to be included in the ICRP.  Should the costs be budgeted, actual, roll-forward, or based upon some historical cost data?  Knowing your State departments funding sources provides an insight into the type of plan to use.

Generally, budget data should be used to develop the indirect cost rate rather than the previous year’s actual data, especially if the program structure (and related costs) has expended or changed considerably.  Actual data should be used to calculate carry-forward adjustments or final rates.

Analyze the Cost Allocation Methods

The cost distribution should be reasonable, complete, and consistent with federal guidelines and with previous years’ plans.  Identify and analyze the type of rate and adjustment method used by your State department.

Identifying Indirect Costs

The first step in the indirect cost calculation involves separating the direct costs from all other costs.  This involves identifying the direct expenses of the State department and related cost sharing.   

All other costs are analyzed to identify allowable indirect costs.  After the full indirect cost of work is identified, these costs are allocated to several different cost pools defined by OMB Circular A-87.   

Allocating Indirect Costs

Once indirect costs are pooled, a portion of actual direct costs divides them.  The resulting fraction - indirect costs over modified total direct costs - is the indirect cost rate.

The basis for allocating costs elements to programs/organization should be explained and seem reasonable.  
Departmental administration and/or intra-departmental service center costs should be distributed to operating programs.

Statewide costs should be allocated to programs/organization.  The basis for distribution should be identified and appear reasonable.

The direct cost base for developing the indirect cost rate should be identified.

The federal government may request the negotiation of a separate rate for distinctive programs.   For example, a special rate developed for a program located in a building paid for with federal funds or for an organized research unit, which is entirely supported with federal funds.

Additional Items to Consider 

Indirect costs are incurred for common or joint objectives, which generally benefit sponsored projects.  They cannot be specifically identified with any one particular sponsored project.  
Allocation of Indirect Cost Components to Major Functions

The amounts in each category of indirect costs are allocated to the various functions.  This allocation process is carried out in accordance with the general guidelines found in OMB Circular A-87.  The financial data from a given fiscal year (called the base year) form the basis for an ICRP submitted to Department of Health and Human Services (DHHS), which will lead to negotiated rates applicable to a stated number of future fiscal years (also known as plan years).
Negotiation of Indirect Cost Rates

Indirect cost rates are negotiated.  State departments can negotiate several different indirect cost rates with the federal government.

Implementation of the Rate Agreement

The negotiated indirect cost rates are applied to a base for billing the federal government.   Each State department will comply with the State's full cost recovery policy.  To achieve full cost recovery, each State department must include the applicable indirect cost rate unless there is an indirect cost rate exception.  
Budgeting and Recovering Indirect Costs

Each State department is responsible for submitting proposals, which provide for full indirect cost recovery unless an exception is granted.  
Auditing 

The entire calculation is audited by the cognizant federal agency.  They review and determine the categorization of costs as allowable or unallowable.  State departments negotiate the rate charged.

This summarizes the process.  The information is presented in more detail throughout the manual.

State’s Indirect Cost

Departmental Indirect Costs 

Internal departmental indirect costs include such items as: executive, administration, legal, audits, accounting, data processing, and janitorial services.    

These internal departmental indirect costs benefit more than one cost objective or organizational unit.  These costs are accumulated and distributed through a cost allocation process.  These cost centers benefit from the support activity or function.  
State department indirect costs include: 

· Personal services costs of the State department’s administrative, supervisory, and executive staff incurred at the unit, bureau, or division level.    

· Personal services costs of support units, including accounting, internal audits, legal, information technology, clerical support, etc.    

· Operating expenses and equipment costs not incurred to directly support a specific cost objective.  
Statewide Indirect Costs 

Statewide indirect costs are non-reimbursed (General Fund) central service agency costs.   Central service agencies support the general operation of State government.  
Central service agencies provide services benefiting all State departments.  Statewide indirect costs may be either Pro Rata or SWCAP.  SWCAP costs are used for federal reimbursement purposes.  Pro Rata costs are used for special fund and other reimbursements.

OMB Circular A-87

Some of the information summarized on this page is derived from the Office of Management and Budget (OMB) website. 
The OMB is one of the federal agencies of the Executive Branch of the U.S. Government.  OMB's predominant mission is to assist the President of the United States in overseeing the preparation of the federal budget and to supervise its administration in executive branch agencies.  The OMB evaluates the effectiveness of federal agency programs, policies, and procedures, assesses competing funding demands among agencies, and sets funding priorities.  
Working cooperatively with federal agencies and non-federal parties, the OMB establishes government-wide grants management policies and guidelines through circulars and common rules.  These policies are adopted by each grant-making agency and inserted into their federal regulations.

One of the OMB Circulars, designated OMB Circular A-87, is titled Cost Principles for State, Local, and Indian Tribal Governments.  OMB Circular A-87 cost principles provide the general accounting "rules" for State departments.  These principles define those costs that are allowable and allocable to the federal government.

The implementation guide ASMB C10 for OMB Circular A-87 is a helpful reference.  
Other OMB Circulars, which are frequently referenced, are: 

· OMB Circular A-102 (Also known as Grants Management Common Rule [GMCR]). 

Common rules apply throughout the various circulars, publications, and guidelines that the federal government issues.  The circular provides consistency and uniformity among federal agencies in the management of grants and cooperative agreements.

· OMB Circular A-133 (Also known as Audits of Institutions of States, Local Government, and Other Organizations). 

This is commonly known as the "Single Audit Act." 

The provisions of these circulars are applicable to all federal agencies which award federal funds.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. The submission of an Indirect Cost Rate Proposal (ICRP) is determined by:

a. State departments seeking to make a profit.

b. State departments seeking reimbursement from the federal government.


2. Which of the following is used to develop an ICRP rate? 

a. Allocation of costs.  
b. Costs for local assistance

c. Pro Rata share of the Legislature.

Overview

This chapter explains the State’s full cost recovery policy per the State Administrative Manual (SAM) Section 8752 and references.

References

State's Full Cost Recovery Policy 

Per the State's full cost recovery policy, (see SAM Section 8752), each State department will recover the full cost of providing goods and services to others.  Others include private parties, other State departments, other governments, and public entities.  The recovery may be accomplished by any of the following:

· Fee for service  

· Cost reimbursement  

· Other appropriate method 

Regardless of the recovery method, all costs must be included in order to achieve full cost recovery.  All costs include those attributable directly to the activity (direct costs) plus a fair share of the applicable State department and statewide indirect costs.   

The State's full cost recovery policy applies to all State departments regardless of funding source.  All State departments are required to apply this policy to their cost reimbursement activities except where federal or State statutes prohibit or limit full cost recovery.  The General Fund requirements for full cost recovery from federal funding sources and from State special funds are provided in Government Code (GC) Section 11010 and 11270.     

Per the SAM Section 8756.1, each State department receiving federal funds must prepare an ICRP.  Each State department preparing an ICRP is required to submit the ICRP to Finance, FSCU, P and S for review and approval before submitting the ICRP to the cognizant federal agency.  Allow at least three weeks for Finance, FSCU, P and S to review the ICRP before submitting to the cognizant federal agency.  
Additionally, at least six months prior to the start of the fiscal year to which the ICRP pertains, the ICRPs must be filed with the cognizant federal agency.  Therefore, allow sufficient time for all review processes.  
Exemptions must be obtained from Finance, FSCU, P and S.  Requests for exemption must include a full explanation.   

Prepare and submit all ICRPs in accordance with the OMB Circular A-87 and its implementation guide, Cost Principles and Procedures for Establishing Cost Allocation Plans and Indirect Cost Rates for Agreement with the Federal Government (ASMB C-10), published by the federal Department of Health and Human Services (DHHS).

ICRP 

An ICRP is the documentation prepared by a State department to substantiate its request for the establishment of an indirect cost rate.

It is the document State departments use to recover full cost of providing goods and services to others.  
An ICRP's documentation includes cost schedules, financial data, and other support detailing a State department’s indirect costs distribution methods to its cost centers.  The cost centers may include organizational units, State and federal programs, funding sources, or other cost centers.   After review, negotiation (where appropriate), and the cognizant federal agency's approval, the ICRP becomes an agreement between the cognizant federal agency and the State department.

Consistent Definition of Direct and Indirect Costs
Consistently

OMB Circular A-87 requires costs to be charged to the federal government consistently.  When a State department charges a type of expense directly to the federal government, all similar expenses for the same purpose and under the same circumstances must be charged directly across the State department.

If the same types of costs under the same circumstances are charged as a direct cost, and in another State department as part of the indirect cost pool, then some grants/projects would, in effect, be paying twice for the same thing.  Once by paying the direct charges, and again when an indirect cost rate is applied to that grant/project's expenses.  
How does a State department assure that expenses are being charged consistently?  The answer lies in communicating the policy and procedures to the organization and supported by training.  There are many ways to assure consistent handling of charges to the federal government.  With the possibility of some clerical/administrative costs being direct and some being indirect, there is real danger of inconsistency.  Here is how one State department charges an administrative charge, such as telephones, throughout the State department divisions.  
A State department has five operating divisions, including the Director's Office.  For its basic telephone service, the State department decides to allocate the bill to the organizational units based on the number of telephones in each unit.  It must allocate costs to each unit and the Director's Office, which is treated as indirect.  It cannot allocate to just two divisions with the other three divisions' allocations being allocated back to the Director's Office.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.

1. State departments must submit an ICRP to Finance before sending the proposal to their cognizant federal agency.  
a. True.

b. False.


2. An ICRP is the documentation to substantiate a department's request to establish an indirect cost rate.  
a. True.

b. False.  
Overview

This chapter defines various words in this manual.

Acronyms and Abbreviations

	A-87 
	Cost Principles for State, Local, and Indian Tribal Governments 

	A-102 
	Common Rule (Grants Management Common Rule) 

	A-133 
	Audits of State, Local Governments, and Non-Profit Organizations 

	ASMB C-10 
	Implementation Guide For Office of Management and Budget Circular A-87 

	CAP 
	Cost Allocation Plan 

	CFR 
	Code of Federal Regulations 

	DCA 
	Division of Cost Allocation 

	DHHS 
	Department of Health and Human Services 

	Finance 
	Department of Finance 

	Finance, FSCU, P and S 
	Department of Finance, Fiscal Systems and Consulting Unit, Pro Rata and SWCAP 

	GMCR 
	Grants Management Common Rule 

	ICRP 
	Indirect Cost Rate Proposal 

	OIG 
	Office of Inspector General 

	OMB 
	Office of Management and Budget 

	OMB Circular 
	Office of Management and Budget Circular 

	PCA 
	Program Cost Allocation 

	Pro Rata 
	Administrative Cost - State portion 

	SAM 
	State Administrative Manual 

	SCO 
	State Controller's Office 

	State departments 
	Agencies, departments, boards, commission, entities 

	SWCAP 
	Statewide Cost Allocation Plan 


Meanings

Allocate:  To divide a lump sum appropriation into parts, which are designated for expenditure by specific governmental units and/or for specific purposes, activities, or objects.

Allocation:  A part of a lump-sum appropriation, which is designated for expenditure by specific governmental units and/or for specific purposes, activities, or objects.

Approval (or Authorization):  A document indicating the awarding or cognizant federal agency has reviewed and approved the cost(s).  If the costs are specifically identified in a federal award document, the approval of the document constitutes approval of the costs.  A cost included in an approved Statewide Cost Allocation Plan (SWCAP) or indirect cost rate proposal (ICRP) is also considered approved.  However, they are subject to audit.

Award:  Grants, cost reimbursement contracts, and other agreements between a State department and the federal government (in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Section B2).
Awarding Agency:  The cognizant federal agency providing funds for grants, cooperative agreements, or cost reimbursement contracts is the awarding agency.  Awarding agency may also mean the party (federal, State, or other entity) providing a sub-award to the State department (in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Section B3).
Base:  Accumulated direct costs used to distribute indirect costs to individual federal or State awards.  
Base for allocation:  The accumulated direct costs used to distribute indirect costs to individual cost centers including federal awards.  These are usually total direct salaries and wages or total direct costs (less unusual, extraordinary or distorting expenditures).  The denominator used in the fractional computation of an indirect cost rate.  The most appropriate direct cost base distributes a fair share of costs to each program or cost center (including the federal award) based on the benefits received from the costs.

Base Period:  The fiscal year costs are incurred for and accumulated for allocation to the cost objectives.

Claim:  A State department’s or federal grantor’s written demand for payment arising from an adjustment or other amount due based on an interpretation the award terms.  An audit finding questioning costs or a State department’s appeal filed in response to questioned costs are not considered claims until the federal awarding agency makes a final decision (in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Section B5).
Cognizant federal agency:  The cognizant federal agency responsible for reviewing, negotiating, and approving a State department’s cost allocation plan or indirect cost proposal on behalf of all federal agencies.  Generally, the cognizant federal agency is the federal agency that provides the most funds to the State department (in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Section B6).
Contract:  A legally binding agreement obligating the seller to furnish goods or services and the buyer to pay for them.  It includes authorized written commitments obligating the government to provide specified funding (in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Section B8).
Cost:  An amount determined on cash, accrual, or other basis acceptable to the federal awarding or cognizant federal agency that may be incurred for goods or services (in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Section B9).
Cost Allocation Plan:  A narrative description of the procedures that will be used in identifying, measuring, and allocating all indirect costs to all of the programs administered or supervised by a State department.  Cost allocation plans are allowed in lieu of ICRPs for certain State departments or programs or when approved by a cognizant federal agency (in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Section B10).
Cost Objective:  A function, organizational unit, contract, grant, or other program activity that may incur, accumulate, and maintain records of costs (in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Section B11).
Direct Cost:  Costs identified specifically with a particular program or function.  Also, costs directly attributable to a cost objective.

Eliminations:  Costs excluded and unallowable for the indirect cost rate proposal.

Excluded Cost:  Costs that are excluded and therefore not included in the indirect cost computation since they would distort the allocation base.  For example, capital (equipment) and debt service.

Final Rate:  An indirect cost rate applicable to a specific past fiscal year (based on the actual allowable costs) for that fiscal year.  A final audited rate is not subject to adjustment.  It is used to adjust cost previously reimbursed on the basis of a provisional rate and charge costs incurred subsequently for the period to which it applies.

Fixed/Carry Forward Rate:  An indirect cost rate based on estimated costs (like a predetermined rate), which is adjusted for actual costs.  However, unlike a predetermined rate, an adjustment for the difference between the estimated costs and the actual allowable costs of the fiscal year is carried forward as an adjustment in the rate calculation for a subsequent fiscal year.

Grantee Department (or Agency):  The State department responsible for the performance or administration of all or part of a federal award.

Indirect Cost:  A cost incurred for a joint or common benefit and cannot be directly or specifically identified with the cost objectives that benefit from it.  Indirect costs must be allocated to the benefiting cost objectives.  
Indirect Cost Pool:  The accumulated costs that jointly benefit two or more programs or cost objectives.  The total allowed indirect costs.  It represents the numerator used in the fractional computation of an indirect cost rate.

Indirect Cost Rate:  The ratio of indirect costs to a direct cost base used to determine the equitable and reasonable proportion of indirect costs each program or cost objective should bear.  It is the ratio (expressed as a percentage) of the indirect costs to a direct cost base.

Indirect Cost Rate Proposal:  The documentation substantiating a government unit or sub division’s request for the establishment of an indirect cost rate.

Modified Total Direct Costs (MTDC):  MTDC excludes any extraordinary or distorting expenditures, usually capital expenditures, sub-awards, contracts, assistance payments, and provider payments.  The direct cost base selected should result in each award bearing a share of indirect costs or reasonable relation to the benefit received from these indirect costs.

Predetermined Rate:  A type of indirect cost rate applicable whish is based on a current or future fiscal year and uses an estimate of costs to be incurred during the period.  A predetermined rate is not subject to adjustment (except under unusual circumstances).  Predetermined rates are used for grants or cooperative agreements.  However, because of legal constraints, they are not permitted for federal contracts.  The cognizant federal agency must approve the predetermined rate before it is used.   

Provisional Rate:  It is a temporary indirect cost rate (based on budgeted or prior fiscal year costs).  This rate is used for funding, interim reimbursement, and reporting of indirect costs on federal awards pending the establishment of a "final rate" (based on actual expenditures) for the fiscal year.

Rate agreement:  The document formalizing the establishment of indirect cost and providing information on the proper application of the rates.

Reasonable:  A prudent person would have purchased this item and paid this price.

Restrictions:  Some federal statutes restrict reimbursement of certain indirect costs. Sometimes a special rate may be developed for the affected awards.  The procedure/method for all other rates will be used except that costs for which that law prohibits reimbursements are eliminated.

Statewide Cost Allocation Plan (SWCAP):  The mechanism by which the State identifies, summarizes, and allocates indirect costs in a logical and systematic manner.  The SWCAP is required for the State to obtain reimbursement from the federal government.  Section I of the SWCAP is the central service allowable costs provided to all State agencies.  Section II of the SWCAP identifies and reports the internal service funds information and costs that are billed to user agencies.

Unallowed Costs:  Costs that cannot be charged to federal programs either as a direct cost or included as part of the indirect cost pool when calculating an indirect cost rate.  Examples: bad debt, contingencies, contributions and donations, entertainment, fines and penalties, interest, other financial costs, and governance.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.

1. SWCAP is the:

a. Statewide Cap Allocation Plan.

b. State Wage Cost Application Plan.

c. Statewide Cost Application Plan.

d. Statewide Cost Allocation Plan.  
2. One of the following is not an indirect cost rate:

 

a. Fixed.
b. Provisional.
c. Pre-determined.
d. Fixed/Carry forward.
Overview

This chapter explains the principles governing costs included in ICRPs.  All costs of a State department should be examined or reviewed for compliance with State rules and regulations as well as federal regulations.  
Allocable Costs

Allocable costs have the following typical characteristics: 

· A cost is allocable to each cost objective receiving a fair share of the benefits (goods or services) for which the cost was incurred.   

· Allocable indirect costs must be distributed to all benefitting activities (including unallowable activities and donated services).   

· Costs allocable to a particular federal program should not be charged to other federal program(s), to make up for funding deficiencies, to avoid restrictions imposed by law or terms of the federal award, or for other reasons.   

· An approved ICRP or cost allocation plan is required where an accumulation of indirect costs will ultimately result in charges to a federal award.  


Applicable Credits

These refer to receipts or credits that reduce or offset allocable direct or indirect costs.   Applicable credits include purchase discounts, rebates or allowances, recoveries or indemnities on losses, insurance refunds or rebates, and adjustments for overpayments or erroneous charges.  A fair share of such credits must be allocated to the federal award as a cost reduction or cash refund.   

Reasonable Costs

OMB Circular A-87 prescribes the principles and factors determining allowable or unallowable costs.  Under these principles, an allowable cost must be: 

1. Necessary and reasonable for the efficient administration of the federal award.  
2. Allocable to the federal award.   

3. Authorized and not prohibited by State laws, local laws, or regulations.   

4. In conformity with any limitations or exclusions required by federal law, regulations, policy, and terms of grant awards.   

5. Consistent with policies, regulations, and procedures that apply equally to federal and nonfederal activities.  
6. Treated Consistently.  For example, a cost must not be charged as a direct cost to a federal program if a similar cost incurred for the same purpose is allocated to the federal program as an indirect cost.

7. In conformity with generally accepted accounting principles unless alternative treatment is allowed or approved in federal law, regulation, policy, or other specific approval document.

8. Net of all applicable credits.  
9. Adequately documented.
The manner in which those costs are to be charged and reimbursed is governed by federal regulations, specifically OMB Circular A-87.  All of the above items are in accordance with the applicable provisions of OMB Circular A-87, Attachment A, Basic Guidelines a through j.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. Allocable indirect costs must be distributed to all benefitting activities:

a. True.
b. False.
2. To charge an expense under OMB Circular A-87, which one must be true? 

a. The cost must not have been identified as unallowable.

b. The costs must be allocable.

c. Similar kinds of expenses must be charged the same way.

d. All of the above.

Overview

This chapter explains the responsibilities of the cognizant federal agency, State departments, and Finance.

State

State Departments 

Each State department receiving federal funds is required to prepare an ICRP.  SAM Section 8756.1 requires State departments to submit their ICRPs to Finance, FSCU, P and S for review and approval before sending the proposal to their cognizant federal agency.  SAM requires ICRPs to be filed with the cognizant federal agency at least six months before the start of the fiscal year to which the ICRP applies.

Each State department is required to recover the full cost of its services including SWCAP.  Therefore, the State department’s periodic billings to the federal government must include a component for the SWCAP costs as represented in the ICRP.  The SWCAP recoveries must be transferred to the General Fund within 30 days after the end of each quarter.  SAM Section 8752 provides detailed procedures on SWCAP recoveries.

Finance

Finance reviews all ICRPs submitted by State departments.  Finance's review ensures that the cost elements included in the ICRP and the manner of allocating the costs are consistent with the implementation guide ASMB C-10, Cost Principles and Procedures for Establishing Cost Allocation Plans and Indirect Cost Rates for Agreements before the State department submits the ICRP to the federal government.

In addition to a State department's internally generated direct and indirect costs, the State department's portion of the SWCAP must be included as a component of the State department’s total indirect costs in the ICRP.  In order to facilitate such inclusion, the Finance, FSCU, P and S computes for each State department with federal funds the “Total Allocated” SWCAP.  In the fall of each year, Finance, FSCU, P and S notifies each State department which has federal funding, through their Finance budget analyst, of the “Total Allocated” SWCAP apportioned to the State department.  The amount included as the budgeted SWCAP is to be recovered from the federal government and transferred to the General Fund.

The reports are available at the Pro Rata and SWCAP website:   http://www.dof.ca.gov/fisa/proswcap/proswcap.htm
Cognizant Federal Agency

The cognizant federal agency for any State department that administers federal programs is the cognizant federal agency responsible for reviewing, negotiating, and approving the ICRP on behalf of all other federal agencies.   
The federal Department of Health and Human Services (DHHS), a principal cognizant federal agency for various State departments, has issued ASMB C-10, Implementation Guide For Office of Management and Budget Circular A-87 to assist in the preparation of ICRPs.  The OMB has designated the DHHS as the federal agency responsible for reviewing and approving the Statewide Cost Allocation Plan (SWCAP).  Finance, FSCU, P and S prepare the SWCAP.  
The cognizant federal agency reviews and approves ICRPs submitted by State departments.  The approved ICRP provides a basis for charging a State departments costs as well as SWCAP costs to the federal government.

In addition to the information provided in this manual, DHHS provides a review guide for State departments to use in preparing an ICRP.   

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.

1. The federal agency responsibility for reviewing and approving the SWCAP is:

a. OMB.
b. DHHS.


2. SWCAP recoveries must be transferred to the General Fund within 30 days after the end of each quarter.  
a. True. 

b. False. 

Overview

This chapter explains the various cost elements, whether the cost is allowable for reimbursement by the federal government and inclusion in an ICRP, the various cost bases, and the allocation methods.

Allowable and Unallowable Costs
Prior to including costs in the ICRP or paying any cost, a State department must assure that it is allowed by State policy.  Some examples of cost not allowed or allowable for reimbursement include:

· Personal amusement, social activities, or entertainment (outside of activities directly related to functions or purposes, including employee-employer relations, performance improvement, etc.).  
· Personal social or travel club dues.

· Parking permits for employees or students.  
· Traffic citations for either personal or State vehicles.  
· Personal services or personal purchases.  
· Interest charges incurred by individuals for late payment of their own personal bills.  
· Disallowed costs by State or State department policy.

Note that this prohibition applies to reimbursement of personal expenses.  It does not mean that State department's will not pay their expenses, e.g., interest charges on late payments of a State department bills.  
OMB Circular A-87 defines activities and costs as either allowable or unallowable for reimbursement by the federal government.  Costs identified as unallowable are not necessarily prohibited.  Sometimes unallowable costs may be an essential State department's expenses for which you will be reimbursed.  By identifying them as unallowable, the federal government has said that federal funds may not be used to pay these expenses.  They may not be charged to the federal government.  
OMB Circular A-87 defines some activities or functions as unallowable; while they may be part of a State department process, they are unallowable for federal reimbursement.  For example, this means federal funds may not be used to pay any fund-raising expenses.  In addition, OMB Circular A-87 identifies some specific items, i.e., specific types of costs, as unallowable.  For example, alcoholic beverages are unallowable items.  Regardless of the activity with which they are associated, the federal government will not reimburse these costs.  
In paying any expense, each State department must ensure that the expenditure is acceptable for payment.  Expenses charged to the federal government must comply with the terms and conditions of the award and the applicable provisions of OMB Circular A-87.  
Any financial transaction at State departments may be subject to review by both internal and external audit organizations, including:

· Bureau of State Audits 

· Federal auditors 

· Others 

Expenses need to be analyzed and sorted into cost pools to calculate the State department indirect costs.  Expenses must be identified as either allowable or unallowable.  
Allowable and Unallowable Cost Principles

OMB Circular A-87 prescribes the principles and factors determining allowable or unallowable costs.  Under these principles, an allowable cost must be:   

1. Necessary and reasonable for the efficient administration of the federal award.

2. Allocable to the federal award.

3. Authorized and not prohibited by State laws, local laws, or regulations.

4. In conformity with any limitations or exclusions required by federal law, regulations, policy, and terms of grant awards.

5. Consistent with policies, regulations, and procedures that apply equally to federal and nonfederal activities.

6. Treated consistently.  For example, a cost must not be charged as a direct cost to a federal program if a similar cost incurred for the same purpose is allocated to the federal program as an indirect cost.

7. In conformity with generally accepted accounting principles unless alternative treatment is allowed or approved in federal law, regulation, policy, or other specific approval document.

8. Net of all applicable credits.

9. Adequately documented.

See OMB Circular A-87, Attachment A, Section C, subsections 1a through 1j.  

The manner in which those costs are to be charged and reimbursed is governed by federal regulations, specifically OMB Circular A-87, published by the OMB.

Allowable Costs with Restrictions

Per OMB Circular A-87, the following costs are allowable with certain restrictions: 

Advertising and Public Relations - OMB Circular A-87 restricts allowable advertising costs to those incurred: 
a. As direct costs for recruitment, procurement, disposal of surplus materials, and any other specific purpose that directly pertain to the federal grant.  
b. To provide the public and the press notices of federal awards, related financial matters, and specific activities or accomplishments of the federal program.    
All other advertising and public relations costs not specifically approved are unallowable.  
These costs include: 

· Conventions, meetings, or other events related to other State department activities that are not specifically approved.  These include the cost of displays, demonstrations, and exhibits; meeting rooms, hospitality suites, and other special facilities for shows and special events (including the salaries and wages of employees engaged in setting up and displaying exhibits, making demonstrations, and providing briefings).    

· Promotional items and memorabilia, including models, gifts, and souvenirs.  
· Advertising and public relations designed solely to promote the State department.   

Other allowable costs with restrictions include: 

· Idle facilities costs only when necessary because of workload fluctuations or unforeseen changes in program structure and requirements.

· Investment advice costs for pension, self-insurance, and other funds that include federal participation.

· Interest if incurred to finance previously approved costs to acquire, construct, or remodel buildings or equipment.    

Cost of membership in civic, community, and social organizations as direct costs with the approval of the federal granting agency include:

· Membership costs in organizations substantially engaged in lobbying.  
· Professional services costs, except for legal expenses incurred (1) to prosecute claims against the federal government or (2) in defense of legal action brought by the federal government.   

· Proposal costs as indirect costs or, with the prior approval of the federal cognizant federal agency, as direct costs.

· Taxes that a State department is legally required to pay if they are not administered in a manner that disproportionately affect federal programs.

The manner in which those costs are to be charged and reimbursed is governed by federal regulations, specifically OMB Circular A-87, published by the OMB.   

Chart for Allowability and Unallowability
Summary of Cost Items: (See OMB Circular A-87, Attachment B)

NT = Not treated in Circular

A = Allowable

AC = Allowable with conditions

AP = Allowable with prior approval

AR = Allowable with restrictions

U = Unallowable

A/U = Some categories in a particular activity are allowable; others are not.
	


	No.   
	Activities
	OMB Circular A-87 May 10, 2004 Revision

	1 
	Accounting systems 
	AC

	2 
	Advertising and public relations 
	AR 

	3 
	Advisory councils 
	AR 

	4 
	Alcoholic beverages 
	U 

	5 
	Alumni/ae activities 
	NT 

	6 
	Asset valuations resulting from business combinations 
	NT 

	7 
	Audit services 
	AR 

	8 
	Automatic electronic data processing 
	A 

	9 
	Bad debts 
	U 

	10 
	Bid and proposal costs 
	See 65 

	11 
	Bonding costs 
	A 

	12 
	Budgeting 
	AC 

	13 
	Civil defense costs 
	AR

	14 
	Commencement and convocation costs 
	NT 

	15 
	Communication costs 
	A 

	16 
	Compensation for personal services 
	A/U 

	17 
	Contingency provisions 
	U/restrictions

	18 
	Cost of money  
	See 40

	19 
	Deans of faculty and graduate schools 
	NT 

	20 
	Defense & prosecution of criminal and civil proceedings, claims, appeals, patent infringement 
	AR 

	21 
	Deferred research and development costs 
	NT 

	22 
	Depreciation and use allowances 
	AR 

	23 
	Disbursing service 
	A 

	24 
	Donations and contributions 
	U 

	25 
	Economic planning costs 
	A/U 

	26 
	Employee morale, health, and welfare costs and credits 
	AR

	27 
	Entertainment costs 
	U 

	28 
	Equipment and other capital expenditures 
	AP 

	29 
	Executive lobbying costs 
	U 

	30 
	Fines and penalties 
	U 

	31 
	Fund raising and investment management costs (See 40) 
	U 

	32 
	Gains and losses on disposition of depreciable property and other capital assets and substantial relocation of Federal programs (See 64) 
	A 

	33 
	General government expenses 
	U 

	34 
	Goods/services for personal use 
	U 

	35 
	Goodwill 
	NT 

	36 
	Housing and personal living expenses 
	NT 

	37 
	Idle facilities and capacity 
	AR 

	38 
	Independent research and development 
	NT 

	39 
	Insurance and indemnification 
	AR 

	40 
	Interest, fund raising, and investment management costs 
	A/U 

	41 
	Labor relations costs 
	NT 

	42 
	Lobbying 
	U 

	43 
	Losses on other sponsored agreements/contracts 
	U 

	44 
	Maintenance and repair costs 
	AR 

	45 
	Manufacturing and repair costs 
	NT 

	46 
	Manufacturing and product engineering costs 
	NT 

	47 
	Material costs 
	A 

	48 

  
	Meetings and conferences 

  
	See 2  

	49 
	Memberships, subscriptions, and professional activity costs 
	See 2 

	50 
	Motor pools 
	A 

	53 
	Overtime, extra-pay shift, and multi-shift premiums 
	AC 

	54 
	Page charges in professional journals 
	NT 

	55 
	Participant support costs 
	NT 

	56 
	Patent costs 
	AR

	57 
	Plant and Homeland Security 
	A

	58 
	Plant re-conversion costs (See 68) 
	AR

	59 
	Plant security costs 
	A 

	60 
	Pre-agreement costs (See 61) 
	NT 

	61 
	Pre-award costs 
	AP 

	62 
	Pre-contract costs (See 61) 
	NT 

	63 
	Professional services costs 
	AR 

	64 
	Profits and losses on disposition of plant equipment/other capital assets 
	See 32 

	65 
	Proposal costs (See 10) 
	AR 

	66 
	Publication and printing costs 
	A 

	67 
	Rearrangement and alteration costs 
	AR 

	68 
	Re-conversion costs (See 58) 
	AR

	69 
	Recruiting costs 
	See 2 

	70 
	Relocation costs 
	NT 

	71 
	Rental costs of buildings and equipment 
	AR 

	72 
	Royalties and other costs for use of patents 
	AR 

	73 
	Sabbatical leave costs 
	NT 

	74 
	Scholarships and student aid costs 
	NT 

	75 
	Selling and marketing 
	A/U 

	76 
	Service and warranty costs 
	NT 

	77 
	Severance pay 
	AC 

	78 
	Special tooling and special test equipment costs 
	NT 

	79 
	Specialized service facilities 
	NT 

	80 
	Student activity costs 
	NT 

	81 
	Taxes 
	AR 

	82 
	Termination costs 
	AR 

	83 
	Trade, business, technical, and professional activity costs 
	AC 

	84 
	Training and education costs 
	AC 

	85 
	Transportation 
	NT 

	86 
	Travel costs 
	AR 

	87 
	Termination costs applicable to sponsored agreement (See 82) 
	NT 

	88 
	Trustees 
	NT 

	89 
	Under recovery of costs under Federal agreements 
	U 


Allowability Determination of Selected Items

	
	Office of Management and Budget

Circular A-87, Attachment B
Selected Items of Cost
	
	

	Selected Items of Cost
	Allowable/Unallowable
	Circular A-87
Reference

May 10, 2004 Revision


	Circular A-87
Reference

May 4, 1995 Revision



	Accounting
	Allowable with conditions per DHHS
	Removed – allowable per OMB
	Section 1

	Advertising and Public Relations
	Allowable with restrictions
	Section 1
	Section 2

	Advisory Councils
	Allowable with restrictions
	Section 2
	Section 3

	Alcoholic Beverages
	Unallowable
	Section 3
	Section 4

	Audit Costs and Related Services
	Allowable with restrictions
	Section 4
	Section 5

	Automatic Electronic Data Processing 
	Allowable
	Removed – allowable per OMB
	Section 6

	Bad Debts
	Unallowable
	Section 5
	Section 7

	Bonding Costs
	Allowable
	Section 6
	Section 8

	Budgeting
	Allowable with conditions per DHHS
	Removed  
	Section 9

	Communications
	Allowable
	Section 7
	Section 10

	Compensation for Personnel Services
	Allowable with specific criteria to support salaries and wages, fringe benefits, pension plan costs, post retirement health benefits, severance pay, and donated services
	Section 8
	Section 11 (paragraphs 

a.  through I.)

	Contingency Provisions
	Unallowable with exceptions
	Section 9
	Section 12

	Defense/Prosecution (Criminal and Civil)
	Allowable with restrictions
	Section 10
	Section 14

	Depreciation and Use Allowance
	Allowable with restrictions
	Section 11
	Section 15

	Donations and Contributions 
	Unallowable
	Section 12
	Section 13

	Disbursing Services
	Allowable
	Removed – allowable per OMB
	Section 16

	Employee Morale, Health, and Welfare Costs
	Allowable with restrictions
	Section 13
	Section 17

	Entertainment
	Unallowable
	Section 14
	Section 18

	Equipment and Other Capital Expenditures
	Allowable as direct costs when approved with restrictions
	Section 15
	Section 19

	Fines and Penalties
	Unallowable (with exceptions)
	Section 16
	Section 20

	Fund Raising and investment Management Costs
	Unallowable with exceptions
	Section 17
	Section 21

	Gains and Losses on Disposition of Property
	Accounting treatment prescribed
	Section 18
	Section 22

	General Government Expenses
	Unallowable with exceptions
	Section 19
	Section 23

	Goods Services Personal Use
	Unallowable
	Section 20
	

	Idle Facilities
	Allowable with restrictions
	Section 21
	Section 24

	Insurance and Indemnification
	Allowable with restrictions
	Section 22
	Section 25

	Interest 
	Unallowable with exceptions 
	Section 23
	Section 26 and 21

	Lobbying
	Unallowable
	Section 24
	Section 27

	Maintenance, Operations, and Repairs
	Allowable with restrictions
	Section 25
	Section 28

	Materials and Supplies
	Allowable
	Section 26
	Section 29

	Meetings and Conferences
	Allowable with restrictions
	Section 27
	

	Memberships, Subscriptions, and Professional Activities
	Allowable with restrictions
	Section 28
	Section 30

	Motor Pools
	Allowable
	Removed – allowable in A‑87, Attachment C
	Section 31

	Patent Costs
	Allowable with restrictions
	Section 29
	

	Plant and Homeland Security
	Allowable
	Section 30
	

	Pre-Award Costs
	Allowable with written approval
	
	Section 32

	Professional Services Costs
	Allowable with restrictions
	Section 32
	Section 33

	Proposal Costs
	Allowable with restrictions
	Section 33
	Section 34

	Publication and Printing Costs
	Allowable
	Section 34
	Section 35

	Rearrangements, Reconversion Costs
	Allowable with restrictions 
	Section 35 and 36
	Section 36 and 37

	Rental Costs
	Allowable with restrictions
	Section 37
	Section 38

	Royalties and other cost the use of patents
	Allowable with restrictions
	Section 38
	

	Selling and Marketing
	Unallowable with exceptions
	Section 39
	

	Taxes
	Allowable with restrictions
	Section 40
	Section 39

	Termination Costs applicable to Sponsored Agreements
	Allowable with restrictions
	Section 41
	

	Training
	Allowable for employee development
	Section 42
	Section 40

	Travel Costs
	Allowable with restrictions
	Section 43
	Section 41

	Underrecovery of Costs Under Federal Agreements
	Unallowable
	
	Section 42

	The manner in which those costs are to charged and reimbursed is governed by federal regulations, specifically OMB Circular A-87, published by the Office Management and Budget (OMB).


Unallowable Cost Items

Under OMB Circular A-87, the following cost principles are unallowable: 

· Pro Rata - Pro Rata costs because they include the costs incurred by the State Legislature.  Legislative costs are unallowable because they are general government in nature.  Furthermore, Pro Rata costs include costs that the federal government believes does not provide a benefit to them.  These include State retirement warrants costs and the State Treasurer’s investment, cash management, and trust services costs.  
· Under Recovery of Costs under Grant Agreements - Costs over runs in one federal grant if they are charged to another federal grant.
· Fines and Penalties - These costs are unallowable except when (1) incurred as a result of compliance with specific federal grant provisions or (2) written approval to make the payment is obtained in advance from the federal agency (Attachment B, Section 16).
· Entertainment - Costs associated with entertainment, social activities, sports events, shows, etc (Attachment B, Section 14).
· Fund Raising - Costs of fund raising, financial campaigns, gift solicitations, and similar expenses regardless of the purpose for which the funds will be used (Attachment B, Section 17).
· Bad Debts - Unless provided for in the federal grant, losses from uncollectible receivables and similar costs (Attachment B, Section 5).
· Contingencies - Contributions to a contingency reserve or a reserve for uncertainties (Attachment B, Section 9).
· Legal Costs - Legal expenses incurred to prosecute claims against the federal government (or for the defense of legal action brought by the federal government) per (Attachment B, Section 10).
· Lobbying - Costs incurred to influence the obtaining of grants, contracts, cooperative agreements, contracts, or loans (Attachment B, Section 24).
Specific Cost Items

OMB Circular A-87, Attachment B, provides the principles that determine whether certain cost items are allowable or unallowable.  They apply whether a cost is treated as direct or indirect.  
Under the prescribed principles, costs are unallowable if they do not benefit federal programs or if they are:   

· General government in nature.

· Specifically unapproved (or require approval that has not been secured).        
· Contrary to federal and State law and policy.                                         

Direct and Indirect Costs

Federal funding accounts for a portion of many State departments’ funding.  The federal government pays a portion of a State department's costs including both the direct costs and the indirect costs.  
The manner in which those costs are to be charged and reimbursed is governed by federal regulations, specifically OMB Circular A-87, published by the OMB.  
OMB Circular A-87 defines direct costs as costs identified specifically with a particular program, function, or cost objective.  These costs can be directly assigned or attributed to the program, function, or cost objective with a high degree of accuracy.  (In accordance with the applicable provisions of OMB Circular A-87, Attachment E, Sections C2 [c]).

They are costs that can be identified specifically with a final cost objective and do not require any further allocation or breakdown.    

State departments direct costs may consist of (1) personal service costs (including the fringe benefit factors prescribed in SAM Section 8740 and (2) operating expenses and equipment costs (including the cost of contracted services and travel expenses) incurred to meet the cost objective.

Indirect costs are costs incurred for a joint or common benefit and cannot be directly or specifically identified with the cost objectives that benefit from it.  They are costs that cannot be specifically identified with a particular project or activity.   

Indirect costs must be allocated to the benefiting cost objectives.  These include payroll, accounting, personnel, utilities, and other general or operational expenses necessary for the operation of a State department.  Sometimes this is called "overhead" or "facilities and administrative" costs.  State departments calculate these costs in accordance with the provisions of OMB Circular A-87.  

State departments negotiate indirect cost rates with their cognizant federal agency.  The calculation of costs depends on identifying expenses properly.  

State department's costs records must be analyzed to determine whether the cost is direct or indirect.  Treat like costs the same (either direct or indirect) when developing an ICRP.   

State departments incur two classes of indirect costs:

(1) Internal departmental indirect costs.

(2) Statewide indirect costs.  
Bases of Allocation

OMB Circular A-87, Attachment C, Sections 2 through 4 requires an equitable base be used to distribute indirect costs.  The distribution base may be:

· Total direct costs.

· Direct salaries and wages.
· Another base resulting in an equitable distribution.  This is called the modified total direct costs (MTDC).
The direct costs base is used to distribute indirect costs to individual federal awards.  Any base can be used if a causal or beneficial relationship can be established.  If your department selects a base other than a direct cost base, please consult your cognizant federal agency.   

When using a total direct cost base, exclude capital expenditures, pass-through funds, and unusual nonrecurring costs that may distort the equitable distribution of indirect costs.

When choosing a distribution base, the relative benefits (preferable based on usage) to the various costs centers must be considered.  Any readily quantifiable usage factor should be considered.  
The MTDC excludes any extraordinary or distorting expenditures, which usually are capital expenditures, sub-awards, contracts, assistance payments, and provider payments.   Accumulate different classes of indirect costs into separate cost pools; distribute each pool using the most equitable base.

Suggested Bases for Allocation

	Accounting  
	Number of transactions; Direct labor hours; Allowable survey methods

	Auditing
	Direct audit hours; Expenditures audited

	Buildings Lease Management
	Number of leases

	Budgeting 

	Direct labor hours 

	Consumable Supplies
	Total direct costs; Direct labor hours 

	Counselor
	Direct labor hours; Number of participants counseled

	Information Technology (Data Processing) 
	System usage; Direct labor hours 

	Insurance Management Service
	Dollar value of insurance premiums

	Disbursing Service 
	Number of checks issued; Direct labor hours 

	Fidelity Bond 
	Number of bonded employees 

	Freight 
	Number of items shipped; Cost of goods 

	Health Services 
	Number of employees 

	Intake 
	Number of eligible; Current period enrollments 

	Legal Services 
	Direct hours 

	Motor Pool Costs 
	Miles driven; Days used 

	Office Machines and Equipment Maintenance 
	Direct machine hours; Direct labor hours 

	Office Space 
	Square footage of space occupied; Staff salary distribution 

	Organization and Management Services
	Direct hours; Square feet

	Payroll Services 
	Number of employees 

	Personnel Services 
	Number of employees 

	Postage 
	Direct usage; Acceptable survey methods 

	Printing/Reproduction 
	Direct labor hours; Job basis; Pages printed 

	Procurement Service 
	Number of transactions processed; Direct hours of purchasing agent’s time 

	Retirement System Admin.  
	Payroll; Number of employees contributing 

	Telephone 
	Number of instruments; Staff salary distribution 

	Travel
	Mileage; Actual expenses; Direct labor hours

	Utilities
	Square feet of space occupied; Staff salary distribution


Allocating Costs 

Suppose you work in a State department where there are a number of cost centers in one division.  The cost centers require test tubes, chemicals, beakers, and rubber gloves - all allowable direct project expenses.  Per the cost principles of OMB Circular A-87, do not charge an expense if the expense did not benefit the cost objective.  It may be very difficult to determine precisely how much of the supplies will benefit any particular cost center.  How can you accurately charge these expenses? The answer lies in allocating the costs.  When costs are being allocated, the allocation method is likely to be scrutinized by auditors.  Here are some of the critical concepts applicable to this situation.

Definition of Terms

The following are all excerpts from OMB Circular A-87.  
Allocation (Per OMB Circular A-87, Attachment A, Section C, Items 3 a through d).
Allocation means costs allocable (assigned to a particular cost objective) to the extent benefits are received by such objective.  It is the process of assigning a cost, or a group of costs, to one or more cost objective, in a reasonable and realistic proportion to the benefit provided or other equitable relationship.

OMB Circular A-87 requires an equitable base to distribute indirect costs.  Use one of the following for the distribution or allocation base:
· Total direct costs 
· Direct salaries and wages 
· Another base 
The result is an equitable distribution exclusive of any extraordinary or distorting expenditure.  When a total direct cost base is used, State departments should exclude items which may distort the allocation.  Examples of items that may distort the equitable distribution of indirect costs include pass through funds, contracts, capital expenditures, and unusual nonrecurring costs.  
While OMB Circular A-87 specifically requires a direct cost base, any base can be used if a causal or beneficial relationship (reasonably related to the benefits the cost centers receive) can be established.  Select a base other than a direct cost base in consultation with your cognizant federal agency.   
In choosing the distribution base, consider the relative benefits (preferably based on usage) to the various costs centers.  When it is necessary to accumulate different classes of indirect costs into separate cost pools, each pool should be distributed using the most equitable base.  Any readily quantifiable usage factor should be considered.  The Suggested Bases for Allocation section identifies some of the more frequent bases.
Allocable Costs 
A cost is allocable to a particular cost objective (i.e., a specific function, project, sponsored agreement, department, or the like) if the goods or services involved are chargeable or assignable to such cost objective in accordance with relative benefits received or other equitable relationship.  Even if the cost is unallowable or services donated to the governmental unit by third parties, these costs will receive an allocation of indirect costs.

Allocation and Documentation Standard
If a cost benefits two or more cost centers or activities in proportions that can be determined without undue effort or cost, allocate the cost to the cost centers based on the proportional benefit.  If a cost benefits two or more cost centers or activities in proportions that cannot be determined because of the interrelationship of the work involved, allocate or transfer costs to the benefited cost centers on any reasonable basis.  In other words, allocate costs to the benefited cost centers, which most fairly reflect the extent to which they benefit from or generate the costs.

Key Concepts  

Now that you have read the definitions, here is what they mean: 

1.  Benefit
Benefit may be considered broadly, but must be related to advancing the scope of work of the project being charged.  Normally it relates to usage or consumption of equipment or materials or services, or direct labor.

2.  Reasonable and Realistic
This phrase implies an explicitly stated rationale.  Therefore, the more direct and empirical the relationship between the benefit portion and the allocation percentage, the more convincing the rationale will be to the negotiator.

A cost is reasonable if, considering the nature, quality, and quantity of the goods or services acquired does not exceed what a prudent person would pay under similar circumstances.  This reasonableness criterion is particularly important when a State department is predominantly federally funded.  The federal government’s concern is that significant deviations from established practices may unjustifiably increase federal program costs.  To determine whether a cost is reasonable, consider whether the cost object is:   

· Generally recognized as ordinary and necessary for the operation of the State department or the administration of the federal program.

· Consistent with sound business practices, arms length bargaining, federal and State laws, regulations, policies, procedures, and the terms and conditions of the federal award.

· Consistent with market prices for comparable goods or services.

· Approved by staff that are authorized to do so on behalf of the State department.

 3.  Documentation

Document and support all allocation methods used in the ICRP.  Any method should be auditable.  Include in the documentation the justification (summary of the allocation used) and indicate the nature of the backup documentation available to support the rationale.  In many cases, this will make it unnecessary for auditors to look further at the documentation.

4.  Inadequate Allocation Methods
Any allocation method may be considered inadequate which does not provide a reasonable method linking allocation percentage to: 

a. Proportional benefit received by the cost center being charged.  
b. Judgment of the State department staff in situations with overlapping work scopes.

Allocating costs on the basis of available budget or the initial budget plan is usually an inadequate allocation method, and will raise a "red flag" for auditors.  


Random or regular rotation of costs, absent any information on actual use, is usually inadequate.  In fact, any method devoid of the application of a "suitably well-informed cognitive process" is likely to be questioned.  Unallowable costs can never be charged, even via an adequate allocation method.  
5.  Adequate Allocation Methods
The ideal allocation method is usually a direct charge.  Other methods to allocate costs include some alternative measure of use of the item, commodity, or service being allocated, and/or physical records.  The documentation is retained for audit, if necessary.  A detailed description of the rationale should be retained, including a summary of the originating transaction.

Usage records or surveys produce a good direct measure.  These allocation percentages may be used in subsequent months if it can be convincingly demonstrated that the usage is not likely to change significantly since the original measure.  An alternative measure may be the monthly headcount of users.

Periodically review allocation methods to assure that the conditions supporting the allocation have not changed.  For example, if supplies are allocated between two divisions on the basis of positions, and one division doubles its number of positions, then the allocation of the cost of the supplies needs to be revised.  

Auditors may consider other allocation methods adequate to the extent they are reasonable and documented.
6.  Some Examples
No one-allocation method will be right for all situations.  Determine an appropriate method based on the cost centers.  Refer to the Suggested Bases for Allocation for some allocation examples.  
Here are some simple scenarios that may suggest an appropriate allocation method:

· One cost center employs three full-time employees and the other cost center employs two.  Allocate supplies on a 60 - 40 percent basis based on employees.  
· One cost center uses ten employees and the other uses six.  Allocate 63 percent of the cost of supplies to one cost center and 37 percent of the cost to the other based on number of employees.  
· One cost center occupies twice the square footage of space as the other.  Allocate supplies with two thirds to one cost center and one third to the other based on square footage.  
· One cost center's plan calls for three times as many reports as the other.  Allocate supplies on a 75 - 25 percent basis based on number of reports.  
Remember to periodically, such as quarterly, review the allocation methods.

While a quick and unsupported allocation method may seem expedient, it may lead to time-consuming and costly consequences.  These consequences can include explaining the transaction, justifying the methods used, and re-charging the expense (and perhaps all other related transactions) to another fund if disallowed.  
When auditors review small-dollar transactions, they are often doing so as part of a "sample." If they question those transactions, and subsequently disallow a cost, not only must that particular cost be moved to another fund, but also the disallowance may be "projected or estimated" as the results of the sample and applied across a larger pool of costs.   

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. OMB Circular A-87 identifies only one of the following activities as allowable.  Select the allowable activity.

a. Fund raising.

b. Lobbying.

c. Departmental administration.

d. Racing activities.

2. OMB Circular A-87 identities one of the following as an unallowable object.   Select the unallowable cost.

a. Coffee mugs to be awarded to employees.

b. First class air travel.  
c. Legal costs against the federal government.

d. Relocation costs for a new employee.

Overview

This chapter describes the different types of ICRPs.

Types of Indirect Cost Rates 

OMB Circular A-87 prescribes four types of indirect cost rates.  The first two rates (provisional and final) are merely the preliminary and final steps of a two-step approach.  
Provisional Rate 

A provisional rate is a temporary rate usually based on budgeted costs.  These rates are negotiated and established in advance to permit funding, interim reimbursements, and reporting.  The provisional rate and the resulting interim cost reimbursements are subject to adjustments based on actual costs and a final rate.  A provisional indirect cost rate may be based on approved cost estimates or prior fiscal year actual costs.  
Final Rate 

A final rate is a permanent rate replacing a previously established provisional rate.  This rate is calculated after the actual costs for a fiscal year become available.  Overpayments resulting from the use of a provisional rate must be refunded.  However, underpayments are subject to the availability of federal funds.

Fixed Rate with Carry-Forward  

This fixed rate with carry-forward is the difference between estimated costs and actual costs.   The rate is not retroactively adjusted.  The difference is carried forward as an adjustment to calculate the rate for a future period.

Predetermined Rate 

A predetermined rate is agreed to in advance.  This rate is based on an estimate of future costs.   It is not subject to change except under unusual circumstances.  A predetermined rate is the least burdensome of the four types.  To avoid under recovery of indirect costs, State agencies having a high degree of assurance that the estimated costs used will not exceed actual costs should only use this method.
Adding Up the Cost 

Whenever you order supplies, authorize the payment of salaries, reimburse an employee, fill out an expense report, receive cash or checks, or do any of the many tasks, you are providing basic financial data to the State department.  
Your department uses this information to manage its budget and to recover indirect costs.  To do your part, you need to know whether an expense is allowable for reimbursement by the federal government or not.  
Since indirect cost recoveries go into the State's General Fund, our ability to recover these costs affects everyone.  

Direct and Indirect Costs
The first step in the indirect cost calculation process involves separating the direct costs from all other costs.  This involves identifying the direct expenses of the State department and related cost sharing.  
All other costs are analyzed to identify allowable indirect costs.   

After all indirect costs are identified; the costs are allocated to various cost pools.  Once indirect costs are pooled, a portion of actual direct costs divides them.  The resulting fraction - indirect costs over modified total direct costs - is the indirect cost rate.  The entire calculation is audited by the cognizant federal agency.  They review the categories of costs as allowable or unallowable.  State departments negotiate the rates, including several different indirect cost rates with the federal government.

State Cost Policy 

Consistent Definition of Direct and Indirect Costs

Consistently
OMB Circular A-87 requires costs to be charged to the federal government consistently.  When a State department charges a type of expense directly to the federal government, all similar expenses for the same purpose and under the same circumstances must be charged directly across the State department.

If the same types of costs under the same circumstances are charged as a direct cost, and in another State department as part of the indirect cost pool, then some grants/projects would, in effect, be paying twice for the same thing.  Once by paying the direct charges, and again when an indirect cost rate is applied to that grant/project's expenses.  
How does a State department assure that expenses are being charged consistently? The answer lies in communicating the policy and procedures to the organization and is supported by training.  There are many ways to assure consistent handling of charges to the federal government.  With the possibility of some clerical/administrative costs being direct and some being indirect, there is real danger of inconsistency.  Here is how one State department charges an administrative charge, such as telephones throughout the State department divisions.  
A State department has five operating divisions, including the Director's Office.  For its basic telephone service, the State department decides to allocate the bill to the organizational units based on the number of telephones in each unit.  It must allocate costs to each unit and the Director's Office, which is treated as indirect.  It cannot allocate to just two divisions with the other three divisions' allocations being allocated back to the Director's Office.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.

1. A provisional indirect cost rate may be based on approved cost estimates or prior fiscal year actual costs.

a. True.

b. False.

2. A predetermined rate uses estimated future costs.

a. True.

b. False.

Overview

This chapter shows costs in an ICRP to determine if they are allowable expenses or should be excluded.

Used in the ICRP Calculation? 

In the following example, we are going to determine if the expense is allowable or should be excluded.  
Answer the following questions to see whether to include or not include a cost.  Note that the answers to some of these questions will depend on the item, its purpose, and the terms of the grant award/s.

	       Ask yourself:
	      If "Yes"
	        If "No"

	1. Is this an expense?
Am I spending money, as opposed to accepting it?
	Continue to
Question 2.
	Not included in the indirect cost rate calculation.

	2. Is this a legal use of funds?
Just checking.  
	Continue to
Question 3.
	Not included in the indirect cost rate calculation.  Not allowed by State funds.

	3. Is this expense permissible for reimbursement?
For example, if you get a parking ticket, a State department will not pay your fine.  
	Continue to
Question 4.
	Sorry, if you incur those sorts of expenses, you are on your own.

	4. Is this an allowable activity?
Look for fund raising, lobbying, student club activities, etc.  which are not allowable.  
	Continue to
Question 5.
	Do not include in the indirect cost rate calculation.  The cost is UNALLOWABLE.

	5. Is this an allowable object?
Look for the cost of alcoholic beverages, advertising, etc.  which are not allowable.

	Continue to
Question 6.
	Do not include in the indirect cost rate calculation.  The cost is UNALLOWABLE.  

	6. Is this cost allowed by the grant?  
Check the terms and condition of the award for any specific costs which they will not allow.

 
	Charge to a grant as an allowable cost.  This cost will be recovered as a direct project cost.
	The cost is NOT ALLOWABLE.  
-or-

This cost may not be directly charged to a project.  Part of this cost may be recovered as indirect cost.


Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.
1. Charges to a federal grant are allowed.  This can be charged to project cost as:

a.
An indirect cost.

b.
A direct cost.

2. A State department will pay a parking ticket fine.

a.
True.  
b.
False.
Overview 

This chapter explains the methods to allocate costs.

Two Methods  
The two basic methods used to calculate indirect cost rates are the simplified method and the multiple rate method.  
Simplified Method 

The simplified method is used when the direct cost centers (programs) (1) do not generate disproportionate amounts of program indirect costs and (2) benefit from department level indirect costs in approximately equal proportions.  
To calculate an indirect cost rate using this method:

1. In a schedule, create two columns and separate the indirect costs from the direct costs.

2. Eliminate all unallowable costs, such as equipment purchases, pass-through funds, and capital expenditures (Per OMB Circular A-87, Attachment B, Section 15).   

Include:

· Equipment use allowance of 6.67 percent.

· SWCAP amount in the indirect costs.

The SWCAP amount is the total SWCAP allocated to the department from the plan year that corresponds to the base year costs used in the ICRP.  For example, an ICRP using 2008-09 costs must use the total SWCAP allocated to the State department in the 2008-09 SWCAP.
3. Select an equitable direct cost base (e.g., salaries and wages, total direct costs, or modified total direct costs) and divide the total allowable indirect cost by the direct cost base.  The resulting percentage is the indirect cost rate.

Multiple Rate Method

The multiple rate method is used when the State department’s programs generate disproportionate amounts of program indirect costs or department level indirect costs in unequal proportions.  Using a multiple rate avoids the inequity of using a single rate for all programs.  A rate is calculated for each program.  
  

To calculate the multiple rates: 

1. Determine the direct costs for each program.

2. Using the most equitable allocation base, allocate the department level indirect cost to each direct cost center.  Add these to the program generated indirect cost to get each program’s total indirect costs.  
Include:

· Equipment use allowance of 6.67 percent.

· SWCAP amount in the indirect costs.    

Calculate each program’s indirect cost rate by dividing each program’s total indirect costs by its direct costs.  
Simplified Rate Method

Indirect Cost Method

The schedule below illustrates the simplified method.  Indirect costs are identified at the division level.  This method may be used if the ratio of the indirect costs to direct salaries and wages (or other selected base) of each division reasonably approximates the ratio of the other divisions or is otherwise not inequitable to the federal government.  If the indirect/direct ratio varies significantly between divisions, use the multiple rate.   

	Department Costs
	Total Costs
	Unallowable
	Direct
	Indirect

	 
	
	
	Salaries and Wages
	Other
	

	Administrative Division:
	
	
	
	
	

	Administrative Services
	75,000
	
	
	
	75,000

	Financial Management
	45,000
	
	
	
	45,000

	Equipment Use Allowance
	5,000
	
	
	
	5,000

	SWCAP Amount
	20,000
	
	
	
	20,000

	Direct Costs:
	
	
	
	
	

	Division A
	270,000
	25,000
	180,000
	45,000
	20,000

	Division B
	180,000
	
	162,000
	
	18,000

	Division C
	280,000
	
	195,000
	65,000
	20,000

	Total
	875,000
	25,000
	537,000
	110,000
	203,000

	Total Indirect/

Salaries and Wages =
	
	
	203,000 / 537,000 =
	

	Indirect Cost Rate
	
	
	
	37.80%


Once the determination of each direct and indirect has been made, a ratio should be determined for each division and/or bureau as shown:

	
	Indirect Cost
	Direct Salaries and Wages
	Ratio

	Division A
	$ 20,000
	$180,000
	11.1%

	Division B
	$ 18,000
	$162,000
	11.1%

	Division C
	$ 20,000
	$195,000
	10.2%


The dollar amounts of indirect costs differ between divisions; however, when individually expressed as a percentage of direct salaries and wages the differences are minor.  A single overall rate for the State department may be computed by adding the indirect costs and the costs incurred by other divisions and allocating the indirect cost pool over a single base.

Unallowable - This amount represents costs or capital expenditures and costs, whether direct or indirect, which are unallowable in accordance with the cost principles.  Although a cost may be unallowable, if it either generated or benefited from the indirect costs, it should be moved to the base (provided that it is salaries and wages in this example) and allocated its share of indirect costs.  
Direct - This amount represents the State departments costs charged directly to the grant.  Under the simplified method, a determination is made as to which activities are direct.  In the simplified method example, this is illustrated under the heading Direct Costs, while indirect costs are illustrated under the heading Indirect Costs.  
Indirect - This amount is not easily assignable to the grant or may be shared (such as space).  Once costs are either direct or indirect, a ratio is developed for each division/bureau.  
Total Costs - This amount should reconcile to the financial statements or other supporting documentation included in the proposal.  This amount includes direct, indirect, and all other costs.

Multiple Rate Method 

Indirect Cost Method 

The schedule below illustrates the multiple methods.  A State department's indirect costs benefit its major functions in varying degrees.  
	  
	Division A
	Division B
	Division C
	Total

	Salaries and Wages
	150,000
	135,000
	165,000
	450,000

	Other
	32,000
	
	67,000
	99,000

	Total Direct Costs
	182,000
	135,000
	232,000
	549,000

	 
	
	
	
	

	Division Indirect Costs
	18,000
	15,000
	10,000
	43,000

	Department Level Indirect
	41,000
	38,000
	48,000
	125,000

	Equipment Use Allowance
	2,000
	1,000
	10,000
	13,000

	SWCAP
	7,000
	5,000
	8,000
	20,000

	Total Indirect Costs
	68,000
	59,000
	76,000
	203,000

	 
	
	
	
	

	Grand Total
	250,000
	194,000
	308,000
	752,000

	Indirect Cost Rate -Based on Salaries and Wages only
	45.33%
	43.70%
	46.06%
	

	Indirect Cost Rate –
Based on Total Direct Costs
	37.36%
	43.70%
	32.75%
	


Allocation Bases - The allocation base used was selected as reasonable and applicable under the circumstances.  Other bases could be just as acceptable if they represent a fair measure of cost generation or cost benefit.  
Total Indirect Costs - These costs must be reconciled to official financial statements.  In this illustration, it is assumed that all costs incurred are allowable and relevant in accordance with OMB Circular A-87.  To the extent that unallowable or excludable costs are included, a separate column should be added to the schedule to show the amounts and adjustments made.  
Total - State departments indirect costs are allocated to each division or bureau.  As with services furnished by other State departments, the allocation of certain indirect costs, such as equipment use charges, could be allocated to other administrative functions, if the results of such allocation would have a material effect on the rates to be computed.  
Example of Methods  

An indirect cost rate is used to recover indirect costs allocated to each program.

Multiple Rate Method Example

For example, the multiple rate method illustration calculates a rate of 45.33 percent (%) to recover Division A's indirect costs ($68,000) based on direct salaries and wages costs ($150,000).  Similarly, the rates calculated for Division’s B and C would recover neither more nor less than their total allocated indirect costs (based on the billing for their direct salaries and wages).

To recover Division A’s allocated indirect costs of $68,000 through the rate, the State department must add an indirect cost of .45⅓ cents to every dollar of Division A’s direct salaries and wages costs ($150,000) it charges to users of the Division’s services.  Note that if you multiply the Division’s direct cost base ($150,000) by the indirect cost rate (45.33 percent), the result will be ($68,000) - the total Division indirect cost.

In the same manner, if the State department changes its indirect cost allocation base from salaries and wages to total direct costs, the indirect cost rate for Division A would be 37.36 percent (i.e., the total indirect costs of $68,000 divided by the total direct cost base of $182,000).  However, this lower rate (based on total direct costs) would recover no less than the total allocated indirect costs of $68,000 (i.e., indirect cost rate of 37.36 percent multiplied by the total direct cost base of $182,000).

This demonstrates that a lower indirect cost rate is not necessarily better than a higher rate.  What matters is that:

1. Direct costs and the indirect cost are properly identified, accumulated, and classified.

2. Base selected is reasonable and equitable.

3. Rate is calculated and applied to billings correctly.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.
1. The two basic methods used to calculate indirect cost rates are:

a. Simplified and multiple.

b. Simplified and average.

c. Departmental administrative and fixed.

d. None of the above.

2. The equipment use allowance is:

a. 6.76 percent.

b. 6.67 percent 

c. 7.67 percent.

d. 7.66 percent.

Overview

This chapter explains how to analyze rates and the purpose for analyzing rates.  
Documenting Indirect Cost Rates

Each State department's indirect cost rate proposal must include:   

· Rate(s) proposed including subsidiary worksheets and other relevant data cross-referenced to the official budget reports, financial statements, or other financial data.   

· SWCAP Detail by Agency report.   

· Financial data including budgets reports, financial statements, accounting reports, etc.    

· Approximate amount of base costs incurred under the federal award in a schedule (broken out between salaries and wages and other direct costs).   

· Organization chart during the proposal period including functional statements of duties and responsibilities of all units.    
· Certification.  
Review of Rates  

After the ICRP is prepared, it should be checked for accuracy of math and analyzed to determine that:

· It is consistent with the last ICRP submitted.

· Adjustments that needed to be made from the last negotiations were made.

· New costs were properly treated.

· The ICRP is consistent with the grant.

· It meets the needs of the State department.

An ICRP file should be maintained for reference.  The file should include historical information.   This data is used to prepare transfers letters to the State Controller's Office via the Department of Finance.  See Chapter 18 for preparing transfer letters.

A spreadsheet containing the following information will assist in this process.   

· Organization (four digit) Code.  
· Agency Name.  
· Total Cost.    
· Base used to distribute costs.  
· Amount/s being transferred.  
· Indirect Cost Rate.   
· Type of Indirect Cost Rate Proposal.
· Amount of SWCAP Budgeted.  
· Actual amount of SWCAP Recovery.    
Certificate for the Indirect Cost Rate Plan

Each indirect cost rate proposal must include a certification.  The governmental person responsible for the costs must sign the certification.  Below is the certification that must be included and signed.  
This is to certify that I have reviewed the cost allocation plan submitted herewith and to the best of my knowledge and belief: 
(1) All costs included in this proposal [identify date] to establish cost allocations or billings for [identify period covered by plan] are allowable in accordance with the requirements of OMB Circular A-87, "Cost Principles for State, Local, and Indian Tribal Governments," and the Federal award(s) to which they apply.  Unallowable costs have been adjusted for in allocating costs as indicated in the cost allocation plan.  
(2) All costs included in this proposal are properly allocable to Federal awards on the basis of a beneficial or causal relationship between the expenses incurred and the awards to which they are allocated in accordance with applicable requirements.  Further, costs that have been treated as indirect costs have not been claimed as direct costs.  Similar types of costs have been accounted for consistently.

I declare that the foregoing is true and correct.
Governmental Unit: _____________________
Signature: ____________________________
Name of Official: _______________________
Title: _______________________________
Date of Execution: _____________________  

Checklist

To assist in the review of an ICRP, a checklist has been developed.   The checklist identifies the items to include in the ICRP as well as to retain in the State departments files for support.   Should an item not be included, it is a good idea to know why it is not included.   This can save time should Finance call to ask for the information or in the event of an audit.   

Take a Quiz 
Select your answer, then go to Chapter 22 to check your answers.

1. A certificate for the ICRP is not needed:

a. True.

b. False.

2. Which one of the following is not included in the documentation:

a. Rate proposed.

b. Certification.  
c. Financial data.

d. Pro Rata Detail by Agency Report.

Overview

This chapter explains some of the items that may affect your State department's ICRP.

Caps and Restrictions 

OMB Circular A-87, Attachment E, Section E (1) states:

“Indirect cost rates will be reviewed, negotiated, and approved by the cognizant federal agency on a timely basis.  Once a rate has been agreed upon, it will be accepted and used by all federal agencies unless prohibited or limited by statute.  Where a federal funding agency has reason to believe that special operating factors affecting its awards necessitate special indirect cost rates, the funding department will, prior to the time the rates are negotiated, notify the cognizant federal agency (Emphasis Added).”

Various federal program regulations and grant provisions, supported by federal statutes, may impose indirect cost restrictions or caps.  The restrictions are frequently expressed in language such as, “No more than 5% of funds provided shall be spent for administrative costs.” When indirect cost restrictions exist in federal appropriations or grants, the State department must:

· Allocate the total internal indirect and SWCAP costs to all cost centers including federal programs.

· Apply the amount allowed (5 percent) to the appropriate federal grant amount.

· Prorate the amount allowed (5 percent) between the State department’s internal indirect and the SWCAP costs allocated to the restricted program.

The amount of allocated State department’s internal indirect cost and SWCAP costs in excess of the 5 percent cap are excluded in the ICRP.

Indirect cost caps and restrictions that are not authorized in federal statutes may be subject to negotiation.  Therefore, during the budgeting phase of the grant cycle, State departments must use the OMB Circular A-87 requirements and the State’s full cost recovery policy to negotiate full reimbursement of costs including a fair share of indirect costs.  
Lease versus Purchase 

OMB Circular A-87, Attachment B, Section 19 allows equipment costing less than $5,000 to be considered supplies and accounted for as direct costs or indirect costs, as appropriate, without specific approval from the cognizant federal agency.  However, capital expenditures (items that cost $5,000 or more) for equipment are allowable as direct costs when approved by the awarding federal agency.  Capital expenditures not directly charged to an award may be recovered through the equipment use allowance (6.67 percent annually) or depreciation.   

State departments acquiring equipment for operations may want to look into the benefits of leasing compared to buying.  Periodic leasing costs may be charged to an award as direct or indirect cost.  For capital leases, the allowable components of lease payments include depreciation or use allowance, maintenance, insurance, and financing costs (including interest).

A lease option minimizes the risk of obsolescence.

Pro Rata or Statewide Cost Allocation Plan (SWCAP) 

Pro Rata and SWCAP allocate central service agencies General Fund costs to all State departments to recover these costs from the State special funds (Pro Rata) and from federal funds (SWCAP).  Some central service agencies costs are allowed in Pro Rata but not in SWCAP and vice-versa.  For example, the costs of the Legislature, the State Treasurer’s investments, etc. are included in Pro Rata but are not allowed in SWCAP (per OMB Circular A-87, Attachment A).

ICRPs prepared for federal government review and approval must use SWCAP.  ICRPs prepared for nonfederal purposes must use Pro Rata.

Revisions to SWCAP 

Each SWCAP plan is subject to revision based on negotiations between the Department of Finance and the federal Department of Health and Human Services (DHHS).  The DHHS final approved SWCAP plan may include negotiated revisions to the original SWCAP amounts.   However, some State departments may have submitted ICRPs or Cost Allocation Plans (CAPs) using the original SWCAP amounts.   

State departments preparing and submitting ICRPs or CAPs prior to the release of the negotiated SWCAP must review their revised SWCAP amounts to determine whether it is necessary to revise their ICRPs or CAPs.  A revised ICRP or CAP may be unnecessary if the State department can demonstrate to the cognizant federal agency that: 

· The revision does not have a material effect on the ICRP.  
· Additional allowable costs, not previously included in the ICRP, offset the revision.  
State departments must use the revised SWCAP amounts for ICRPs or CAPs not yet prepared.

SWCAP Audit Issues
Under OMB Circular A-87, approval of an ICRP constitutes approval of the costs covered in the ICRP.  However, federal and State auditors may report findings that could lead to a disallowance of costs covered in an approved ICRPs.  Disallowed costs are usually unallowable costs as identified in OMB Circular A-87.  Frequently, these include costs that do not benefit the federal government.  
Audit agencies may review employee time sheets, consultant and professional services, general government costs, equipment, and other major asset purchases to identify unallowable costs or other costs inappropriately charged to federal programs.

A State department may appeal disallowed costs if sufficient bases exist for an appeal.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. There are no restrictions in an ICRP.

a. True.

b. False.

2. Once the negotiator approves an ICRP, it cannot be audited.  
a. True.  
b. False.

Overview

This chapter explains the State and federal review of an ICRP and refund of money to the federal government.

Department of Finance Review Process
Finance reviews ICRPs before a State department submits the document to the cognizant federal agency to determine that:

· State policy and procedures are followed.  
· OMB Circular A-87 and ASMB C-10 rules and regulations were applied.  
· The allocation base is acceptable.
· Unallowable costs are excluded.  
· Other items as determined by the State department, grant, or items shown in the ICRP are acceptable.  
This review ensures that the State department can receive an approved ICRP and apply the rates as soon as possible.
The Review Process 
Typically, the ICRP review process includes checking: 
· Support files, including checklist, summary form, and financial statements and budget reports reconciled and are cross-referenced.  
· Prior ICRPs and negotiated agreements.  
· Prior audits, if any, for relevant and outstanding issues.  
· Unallowable costs are excluded.
· Appropriate allocation method is used.
· Allocation base (salaries and wages, direct costs, etc.) is equitable and accurate.
· Additional information necessary to support the ICRP.  
· Coordinate the review with other federal agencies, if necessary.
Cognizant Federal Agency Review Process

OMB Circular A-87 delegates the review, negotiation, and approval of ICRPs to the cognizant federal agency.  Rates negotiated and approved by a cognizant federal agency will be applicable to awards from all other federal agencies unless federal statute prohibits or limits their use for a specific award.  
The Review Process 
Typically, the cognizant federal agency’s ICRP review process includes the following: 
· The ICRP is complete.  
· Support data, financial statements, and budget reports reconciled and are cross-referenced.
· Prior ICRPs and negotiated agreements are consistent.
· Prior audits, if any, for relevant and outstanding issues are resolved.  
· Coordination, if necessary, the review with other federal agencies.
· Unallowable costs are excluded.
· Appropriate allocation method.
· Allocation base (salaries and wages, direct cost, etc.) is equitable and accurate.
· Additional information necessary to support the ICRP.  
Negotiations

Depending on the results of the review process, the ICRP could be approved without formal negotiations, or with minimal to extensive negotiations on specific issues.  The format or extent of the actual negotiations often reflects the nature and materiality of the issues involved.  
Disputes between a State department and a cognizant federal agency will be resolved through the cognizant federal agency’s appeals procedures.  If the State department cannot convince the cognizant federal agency during the appeal, the federal agency’s ruling may, in effect, unilaterally establish a rate.  OMB Circular A-87 offers assistance to help resolve ICRP negotiations and approval problems between State agencies and their cognizant federal agencies in a timely manner.  
The cognizant federal agency summarizes the results of each negotiated ICRP in a written agreement that permits the use of the negotiated rate(s).  Federal agencies needing a copy of a State department’s negotiated agreement may obtain it from the cognizant federal agency or from the State.  The Statewide Cost Allocation Plan agreement is available at the following DHHS website: http://rates.psc.gov/dca_swcap.html

Once the State department and the cognizant federal agency sign the agreement, rates included in the related ICRP may be used to allocate indirect cost to the appropriate federal funding sources.  Furthermore, all costs covered under the agreement are considered to be approved.  However, the ICRP and the expenditures incurred using the approved rates are subject to audit.   

An audit may find costs to be unallowable because: 

1. They are not allocable to the award.

2. They violate of federal laws and regulations, the requirements of OMB Circular A-87, or the terms of the federal award.   

Disallowed costs may require one of the following:

· An adjustment of future cost reimbursements.

· A refund payable (with interest) to the federal government.

Refunds/Credits/Adjustments

The ICRP may not include unallowable costs.  They are:
· Specified by law or regulation.
· Identified in OMB Circular A-87, Attachments A and B.
· Specified in the terms and conditions of federal or State awards.
· Clearly not allocable to federal or State awards.  
Adjustments or refunds will be made regardless of the type of rate negotiated (i.e., predetermined, final, fixed, or provisional).  
An audit may find costs to be unallowable because: 

1. They are not allocable to the award.

2. Due to violations of federal laws and regulations, the requirements of OMB Circular A-87 or the terms of the federal award.    

Disallowed costs may require one of the following:

· An adjustment of future cost reimbursements.  
· A refund payable (with interest) to the federal government.

State departments pay refunds from existing appropriations, unless other arrangements are made.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.

1. Occasionally, costs included in an ICRP may be disallowed; only an adjustment of future cost reimbursement is done.

a. True.

b. False.

2. The document used by a State department for verifying all items are included in an ICRP prior to submitting to Finance for review is: 

a. Summary Form.

b. Checklist.

c. Checklist Chart.

d. Summary Chart.

Overview

This chapter discusses an ICRP agreement and explains what the agreement means.

Rate Agreement 

A typical rate agreement contains the features likely to appear in those issued by most cognizant federal agencies.  
Because OMB Circular A-87 establishes a policy that federal programs bear their fair share of costs recognized under OMB Circular A-87, federal awarding agencies are expected to recognize and use indirect cost rates approved by the cognizant federal agency for a particular recipient.  Usually this recognition and use occurs at the time an award is made.  Federal awarding agency officials review the direct cost proposals and applications to determine that the costs are necessary, reasonable, and allocable.  Any proposed indirect costs are checked against existing agreements with a cognizant federal agency.  If an agreement exists, the awarding agency officials determine whether it will be fully recognized and the categories of expenditures it applies.  Some federal programs impose regulatory limits on indirect percentages allowed, e.g., DHHS training grants that limit reimbursement to 8 percent of the modified total direct costs (MTDC).  
If no agreement exists, federal awarding agencies should obtain one.  In the interim, State departments may award funds for direct and allocated costs.  The federal awarding agency should conduct a review of costs to determine the propriety of any allocations.   

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. A rate agreement is issued by Department of Finance.

a. True.

b. False.

2. The circular which most State departments use to calculate ICRPs is: 

a. OMB Circular A-87.  
b. OMB Circular A-133.

c. OMB Circular A-88.

Overview

This chapter discusses some of the issues that may occur in an audit.

ICRP Disputes and Appeals
If a dispute arises concerning the application of provisions of OMB Circular A-87, the method of resolving the issues raised and the party responsible for adjudicating them depends on the nature of the dispute.  For example, if a dispute arises concerning the submission, negotiation, or establishment of a cost allocation plan or indirect cost rate, the procedures of the cognizant federal agency govern.  On the other hand, if a dispute arises about questioned or disallowed costs associated with a particular federal award, the procedures of the awarding agency govern.  
Costs incurred by a State department may be questioned during an audit or through some other form of monitoring or awarding agency oversight.  They may be questioned because of an alleged violation of applicable policy, because they are not supported by adequate documentation at the time of the audit, or because the responsible auditor deems them unreasonable or unnecessary or other party examining them.  An awarding agency official authorized to issue decisions on behalf of the agency makes the determination as to whether costs will be disallowed.  Depending upon awarding agency procedures, there may be several layers of review within the agency before such a decision is considered final.  
Each federal agency has its own regulations and policies governing administrative appeals of agency determinations, and many agencies either do not allow appeals, or limit them to very specific areas.  The costs of prosecuting these claims may not be allowable under agency interpretations of the OMB Circular A-87 prohibition on pursuing claims against the federal government.

ICRP Audit Issues 

Audit of federal awards is an aid to determining the accuracy of financial information and the award recipient's compliance with the terms and conditions affecting the claims for costs incurred under the award.  Under the Inspector General Act of 1978, as amended, the Inspector General of a federal agency may audit or investigate any program, function, or activity administered by that agency.  This potential for review extends to those organizations (including State, local, and Indian tribal governments) that are performing under awards made by the federal agency.  The Act requires the Inspector General to determine the extent to which they can rely on audit work performed by nonfederal auditors.  
This policy, combined with the fact that the Single Audit Act of 1984, as amended, requires recipients to arrange to have independent audits performed on federal financial assistance awards they received.  This means that these non-federal examinations are the principal means by which a governmental unit’s compliance with OMB Circular A-87 is determined.

OMB is responsible for issuing implementing policies, procedures, and guidelines.  
Applicable OMB guidance for auditors performing audits under the Single Audit Act identifies general and specific requirements against which the auditor is expected to test governmental unit compliance.  Several of these requirements relate to policies contained in OMB Circular
A-87.  Included within the general requirements are: 

· Allowable costs/cost principles

· Federal financial reports

· Administrative requirements

OMB Circular A-87 includes in the specific requirements section of each listed federal program the uses, restrictions, and limitations, including matching and cost sharing, maintenance of effort, and earmarking requirements.  
Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. State departments may appeal ICRP audit concerns through their cognizant federal agency.

a. True.

b. False.

2. The guidance for auditors performing audits is under: 

a. Dual Agency Act.  
b. Single Audit Act.

c. General Act.

Overview 

This chapter explains the purpose of an ICRP rate and how to apply it.  
Applying the Rate 

Once the indirect cost rate is recognized within an award document, the State department is permitted to apply that rate to the applicable base of the allowable direct costs incurred during award performance.  The State department may claim indirect costs by multiplying its indirect cost rate by the direct cost elements to which the rate may be applied under the terms of the award.  The total cost recovery for the applicable period is comprised of the allowable direct costs incurred plus the allowable, allocable indirect costs.  
State departments will review the expenditures against the rate.  This review will consist of the following:  
· Expenditures are necessary.  
· Charges are correct.  
· Charges are allowable.
· Charges are allowed on and for the grant.  
· Allocations of costs are reasonable.
· Documentation is consistent with the plan and prior plan.
· Contact person (including e-mail address and phone number).   
Periodically, the governmental unit is expected to submit a Financial Status Report, a Federal Standard Form 269A, available at: http://www.whitehouse.gov/omb/grants/sf269a.pdf, which summarizes total expenditures incurred under the award.  

Rate Agreements 

State departments must submit an ICRP to the cognizant federal agency within six months of a State department’s fiscal year.

State departments apply the common rule as reflected in OMB Circular A-102:  

The federal DHHS, Division of Cost Allocation (DCA) website provides information on the States’ SWCAP and ICRPs, including the universities.  The DCA negotiators review the ICRPs to see if the State departments are following OMB Circular A-87.  The negotiators check to see if the costs are allocated properly among the various functions.

ICRPs are necessary to streamline the process of awarding, monitoring, and closing out grants and contracts.  Indirect costs are virtually impossible to identify on a grant-by-grant basis.  The ICRP assures that the grantee can apply the rate to the base (total direct costs, salaries and wages, etc.) and have confidence their particular award is being allocated in proper amounts of indirect costs.  The cost policies are rules that are allowed in OMB Circular A-87 and federal regulations.  Costs are included in the ICRP if they are:
· Reasonable - a prudent person would have purchased this item and paid this price.  
· Allocable - expenses can be allocated to the governmental activity based on benefit derived, cause and effect, or other equitable relationship.  
· Consistently treated - like expense must be treated the same in like circumstances.  
· Allowable - allowable or not allowable as specified by governmental regulations.

Costs not meeting the above criteria are not eligible to be charged to a federal grant or contract no matter what the purpose.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. The form used to summarize expenditures is called:

a. Financial Status Report.

b. Report for Grants.

c. SWCAP Recovery Transfers.

2. State departments review expenditures against the rate for: 

a. Necessary expenditures.

b. Consistency.

c. Allocation.

d. All of the above.

Overview

This chapter explains the ICRP rate and its effect.

Effect of the Rate 

Occasionally, a State department receives an award, which it performs over a period that extends beyond the applicability of a single, approved indirect cost rate.  This is likely when the award period does not correspond to the fiscal year (July 1 through June 30) of the State department.  In such a case, the ICRP rate(s) applies to expenditures incurred during the applicable fiscal year to maintain consistent accounting treatment according to its normal procedures of expenditure recognition.  
Sample ICRP Negotiation Agreement
http://rates.psc.gov/fms/dca/swcaps/RAs/CA09.pdf

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.   

1. The State fiscal year is: 

a. July 1 through June 30.

b. October 1 through September 30.

c. August 1 through July 31.

d. April 1 through March 31.

2. Expenditures charged do not need to be shown to a specific fiscal year.  
a. True.

b. False.
Overview

This chapter covers recoveries and what to do with them.  
Recoveries – Budgeting and Transferring

Budgeting for SWCAP

Each State department will budget for SWCAP as described in Budget Letters, SAM, and training provided by the Finance, FSCU, P and S.  
Each Finance budget analyst receives a SWCAP Apportionment Sheet.  The sheet provides the amount of SWCAP for a particular State department.  The Finance budget analyst will indicate the amount budgeted for SWCAP, sign the sheet, and return it to the FSCU SWCAP analyst.  This amount will be built into the State department’s budget and is the amount expected to be collected from the federal government.  This amount can change due to changes in the SWCAP amount (per federal agreement), grants funding received or not received by the State department, under or over billings, audits, and other items.

Budgeted Amount 

The budget analyst should use one of the two methods provided in the SWCAP Apportionment Sheet to compute the amount of SWCAP recoveries to be included in the State departments SWCAP budget.

Method A requires the budget analyst to compute the State department’s budget year federal support as a percentage of the State department's budget year total support appropriations.  Next, the budget analyst applies this federal funding percentage to the State department's total SWCAP apportionment.  The result is the federal share of the State department's SWCAP apportionment (i.e., the SWCAP allocation) and should be included in the budget year federal funds appropriations.

Method B requires the budget analyst to devise and explain other alternative computation(s) deemed more appropriate than Method A.  The completed SWCAP Apportionment Sheet is sent to the SWCAP analyst to provide assurance that the appropriate amount of SWCAP recoveries has been budgeted by the State department.  The SWCAP analyst enters the total amount for SWCAP into the SWCAP (Schedule 9 General Fund Credits from Federal Funds) budget.  Additionally, each individual State department amount is entered into the SWCAP recovery database for tracking and collection purposes.  Annually, the Bureau of State Audits reviews these amounts.

The existing baseline budget amount budgeted for federal funds include the current year's SWCAP allocation amount budgeted during the previous budget cycle.  Therefore, to budget appropriately for the budget year's SWCAP allocation, the budget analyst removes the old SWCAP amount and enters the new SWCAP amount.  
Note, however, that since the federal government determines the amount of the federal appropriation, it may not always be possible to adjust the SWCAP amount in the Planning 

Estimate system for changes in the SWCAP allocation.  For example, some federal appropriations, grants, or contracts may have restrictive provisions regarding administrative costs that limit the amount of SWCAP costs that may be charged to the federal program.  Consequently, departments may have to adjust the spending plans for their federal funds to ensure that they have budgeted appropriately for SWCAP recoveries.

Budget analysts should work with their respective State department budget staff and the FSCU SWCAP analyst to ensure that the annual SWCAP allocations are appropriately reflected in the departmental spending plans and in the budget.

Budgeted SWCAP in the Indirect Costs Rate Proposals 

The budgeted SWCAP amounts are recovered through federal billings by State departments in accordance with recovery rates established in Indirect Costs Rate Proposals (ICRP) approved by each State department's cognizant federal agency.  An ICRP establishes the rate structure, which includes a SWCAP component that the State department will use to charge costs incurred by the State in administering federal programs.  Each State department that bills federal funding sources for services provided is required to segregate and accumulate the SWCAP portion of the receipts and to request that the State Controller's Office (SCO) transfer the amounts accumulated to the General Fund within thirty days from the end of each quarter.

SWCAP Transfers 

SAM Section 8755.2 requires the Finance budget analyst to review and approve the transfer request and forward it to the SCO.  Upon receipt of a State department's transfer request, each Finance budget analyst ascertains that the cumulative quarterly amount of SWCAP recovery is consistent with the State department's SWCAP budget.  Each Finance budget analyst should promptly review and approve the transfer request in order to expedite the transfer of funds to the General Fund.  A copy of the signed transfer letter is sent to the FSCU SWCAP analyst.

Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
2. SAM Section 8755.2 requires State departments to transfer recoveries to the General Fund within 30 days.

a. True.

b. False.

3. The transfer letter does not require Finance approval.

a. True.

b. False.

Overview

This chapter explains the length of time to keep files supporting the costs included in the ICRP.    

How Long to Keep Support? 

The Common Rule issued pursuant to OMB Circular A-102 covers most policies associated with records to be retained and/or disclosed by a State department receiving federal assistance funds.  Section 42 of that rule requires that all financial and programmatic records, supporting documents, statistical records, and other records of recipients and sub recipients be retained.  Section 36 (i) (10) of the rule covers the record retention requirement for contractors under grants and their subcontractors.  
Generally, records must be retained for three years from the submission date of the final financial report for that funding period.  However, if any litigation, claim, negotiation, audit, or other action involving the records has been initiated before the three-year retention period has expired, the records must be retained until the action is completed and all issues which arise from it have been resolved, or until the end of the regular three-year period, whichever is later.  (A-102 Common Rule 42(b) (2)).  Generally, a seven-year retention is recommended.  Federal cognizant agencies are known to request data from years past.  A good practice is to retain historical files.  Historical files are any files to support the method for handing a certain adjustment or an agreement.  
Section 42 (c) (4) of the Common Rule states that records associated with indirect cost rate proposals and cost allocation plans are included within the scope of the broader record retention requirement.  Under that provision, "indirect cost rate computations or proposals, cost allocation plans, and any similar accounting computations of the rate at which a particular group of costs is chargeable (such as computer usage charge back rates or composite fringe benefit rates)" are covered.  
The federal governments’ Codification of Government wide Grants Requirements by Department is at this website: http://www.whitehouse.gov/omb/grants/chart.html

Additionally, the SAM Section 1600 et. al has information on the retention of records.  
Take a Quiz

Select your answer, then go to Chapter 22 to check your answers.  
1. SAM does not provide record retention information.  
a. True.

b. False.

2. Final financial records must be kept 3 years from the submission for the funding period.  
a. True.

b. False.

Overview

This chapter explains miscellaneous definitions and concepts.    

Allowability

Allowability for costs related to government-funded sponsored projects is determined by the provisions of the governing sponsored agreement, or by cost principles established by the federal government in OMB Circular A-87 at:  http://www.whitehouse.gov/omb/rewrite/circulars/a087/a087.html

For example, this circular defines certain types of expenses, e.g., alcohol, lobbying, or entertainment, as categorically unallowable.  Other costs may be unallowable per the specific terms of an award, e.g., unapproved foreign travel, patient care, or administrative costs.  These types of expenses are therefore, by definition, unallowable.  Auditors are always alert to the possibility that unallowable costs might have been charged, and may devote considerable energies to testing specific transactions to see if they fall into an unallowable category.

Consistent Definition of Direct and Indirect Costs

Consistently

OMB Circular A-87 requires costs to be charged to the federal government consistently.   When a State department charges a type of expense directly to the federal government, all similar expenses for the same purpose and under the same circumstances must be charged directly across the State department.  If the same types of costs under the same circumstances are charged as a direct cost, and in another State department as part of the indirect cost pool, then some grants/projects would, in effect, be paying twice for the same thing.  Once by paying the direct charges, and again when an indirect cost rate is applied to that grant/project's expenses.  
What is OMB Circular A-87?

Some of the information summarized on this page is derived from the Office of Management and Budget (OMB) website.  The OMB is one of the federal agencies of the Executive Branch of the U.S. Government.  OMB's predominant mission is to assist the President of the United States in overseeing the preparation of the federal budget and to supervise its administration in executive branch agencies.  OMB evaluates the effectiveness of federal agency programs, policies, and procedures, assesses competing funding demands among agencies, and sets funding priorities.  
Working cooperatively with federal agencies and non-federal parties, OMB establishes government-wide grants management policies and guidelines through circulars and common rules.  These policies are adopted by each grant-making agency and inserted into their federal regulations.

One of the OMB Circulars, designated OMB Circular A-87, is titled Cost Principles for State, Local, and Indian Tribal Governments.  OMB Circular A-87 cost principles provide the general accounting "rules" for State agencies.  These principles define those costs that are allowable and allocable to the federal government.

The implementation guide ASMB C10 for OMB Circular A-87 is a helpful reference.  
Other OMB Circulars, which are frequently referenced, are: 

· OMB Circular A-102 (Also, known as Grants Management Common Rule [GMCR]) 

Common rules apply throughout the various circulars, publications, and guidelines that the federal government issues.  The circular provides consistency and uniformity among federal agencies in the management of grants and cooperative agreements.

· OMB Circular A-133 (Also, known as Audits of Institutions of States, Local Government, and Other Organizations.) 

This is commonly known as the "Single Audit Act." 

The provisions of these circulars are applicable to all federal agencies which award federal funds.
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Website Information
Websites Information
Finance, Pro Rata and SWCAP website – http://www.dof.ca.gov/accounting/fscu/pro_rata-swcap/
Finance, Training Site - http://www.dof.ca.gov/accounting/fscu/training/
Finance, E-Mail – fiproswp@dof.ca.gov
Government Code Section 11010 – http://www.leginfo.ca.gov/cgi-bin/waisgate?WAISdocID=4606939403+1+0+0&WAISaction=retrieve

Government Code Section 11270 et seq.  – http://www.leginfo.ca.gov/cgi-bin/waisgate?WAISdocID=4606328785+0+0+0&WAISaction=retrieve

Government Code Section 13302.2 – http://www.leginfo.ca.gov/cgi-bin/waisgate?WAISdocID=4607289659+4+0+0&WAISaction=retrieve
OMB Circular A-87 


ASMB C-10 – http://www.hhs.gov
http://www.whitehouse.gov/omb/rewrite/circulars/a110/a110.html

OMB Circular A-87 – http://www.whitehouse.gov/omb/circulars


OMB Circular A-102 – http://www.whitehouse.gov/omb/circulars


OMB Circular A-133 – http://www.whitehouse.gov/omb/circulars
Office of Management and Budget website – http://www.whitehouse.gov/omb/


Resources OMB – http://www.whitehouse.gov/omb/circulars/index.html 

A-87 Terms and Concepts – http://www.whitehouse.gov/omb/circulars/index.html
A-110 - http://www.whitehouse.gov/omb/rewrite/circulars/a110/a110.html

Review Guide (federal Department of Health and Human Services) - http://rates.psc.gov/s&lguide.pdf

Other

Government Code - http://www.leginfo.ca.gov/calaw.html


State Administrative Manual – http://sam.dgs.ca.gov/default.htm
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Quiz Answers
Overview

This chapter provides quiz answers.    

Answers
	Quiz Number
	Answer to Question 1
	Answer to Question 2

	1
	b
	c

	2
	b
	a

	3
	a
	b

	4
	d
	a

	5
	a
	d

	6
	b
	a

	7
	c
	c

	8
	a
	a

	9
	b
	b

	10
	a
	b

	11
	b
	d

	12
	b
	b

	13
	b
	b

	14
	b
	a

	15
	a
	b

	16
	a
	d

	17
	a
	b

	18
	b
	b

	19
	b
	a
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