PRATT’S GOVERNMENT
CONTRACTING LLAW
REPORT

VOLUME 10 NUMBER 3 March 2024

73

75
85

89

The Cost Corner
Government Contracts Cost and Pricing: Penalties for Unallowable Costs
Keith Szeliga and Lillia Damalouji 93

99

f(?° LexisNexis’



QUESTIONS ABOUT THIS PUBLICATION?

For questions about the Editorial Content appearing in these volumes or reprint permission,
please call or email:

Heidi A. LIitMan At ....ccocoeevininieeiinecieceeeeceee et 516-771-2169
Email: ..o heidi.a.litman @lexisnexis.com

For assistance with replacement pages, shipments, billing or other customer service matters,
please call:

Customer Services Department at . .. ...................... (800) 833-9844
Outside the United States and Canada, please call .. ............ (518) 487-3385
Fax Number . ... .. ... .. . . . . . (800) 828-8341
LexisNexis® Support Center . . ... ... https://supportcenter.lexisnexis.com/app/home/

For information on other Matthew Bender publications, please call
Your account Manager OF . . . .. v v vt v v vt et et e (800) 223-1940
Outside the United States and Canada, please call .............. (518) 487-3385

Library of Congress Card Number:
ISBN: 978-1-6328-2705-0 (print)
ISSN: 2688-7290

Cite this publication as:

[author name], [article title], [vol. no.] PRATT’S GOVERNMENT CONTRACTING LAW
REPORT [page number] (LexisNexis A.S. Pratt).

Michelle E. Litteken, GAO Holds NASA Exceeded Its Discretion in Protest of FSS Task
Order, 1 PRATT’S GOVERNMENT CONTRACTING LAW REPORT 30 (LexisNexis A.S.
Pratt)

Because the section you are citing may be revised in a later release, you may wish to
photocopy or print out the section for convenient future reference.

This publication is designed to provide authoritative information in regard to the subject matter covered.
It is sold with the understanding that the publisher is not engaged in rendering legal, accounting, or other
professional services. If legal advice or other expert assistance is required, the services of a competent
professional should be sought.

LexisNexis and the Knowledge Burst logo are registered trademarks of RELX Inc. Matthew Bender, the
Matthew Bender Flame Design, and A.S. Pratt are registered trademarks of Matthew Bender Properties
Inc.

Copyright © 2024 Matthew Bender & Company, Inc., a member of LexisNexis. All Rights Reserved.
Originally published in: 2017

No copyright is claimed by LexisNexis or Matthew Bender & Company, Inc., in the text of statutes,
regulations, and excerpts from court opinions quoted within this work. Permission to copy material may
be licensed for a fee from the Copyright Clearance Center, 222 Rosewood Drive, Danvers, Mass. 01923,
telephone (978) 750-8400.

Editorial Office
230 Park Ave., 7th Floor, New York, NY 10169 (800) 543-6862
www.lexisnexis.com

MATTHEW BENDER

(2024-Pub.4938)



Editor-in-Chief, Editor & Board
of Editors

EDITOR-IN-CHIEF
STEVEN A. MEYEROWITZ
President, Meyerowitz Communications Inc.

EDITOR
VICTORIA PRUSSEN SPEARS
Senior Vice President, Meyerowitz Communications Inc.

BOARD OF EDITORS
MARY BETH Bosco
Partner, Holland & Knight LLP

PABLO J. DAVIS
Of Counsel, Dinsmore & Shohl LLP

MERLE M. DELANCEY JR.
Partner, Blank Rome LLP

J. ANDREW HOWARD
Parmer, Alston & Bird LLP

KYLE R. JEFCOAT
Counsel, Latham & Watkins LLP

JOHN E. JENSEN
Partner, Pillsbury Winthrop Shaw Pittman LLP

DISMAS LOCARIA
Partner, Venable LLP

MARCIA G. MADSEN
Partner, Mayer Brown LLP

KEVIN P. MULLEN
Partner, Morrison & Foerster LLP

VINCENT J. NAPOLEON
Partner, Nixon Peabody LLP

KEITH SZELIGA
Partner, Sheppard, Mullin, Richter & Hampton LLP

STUART W. TURNER
Counsel, Arnold & Porter

ERIC WHYTSELL
Partner, Stinson Leonard Street LLP

il



Pratt’s Government Contracting Law Report is published 12 times a year by Matthew Bender
& Company, Inc. Copyright © 2024 Matthew Bender & Company, Inc., a member of
LexisNexis. All Rights Reserved. No part of this journal may be reproduced in any form—by
microfilm, xerography, or otherwise—or incorporated into any information retrieval system
without the written permission of the copyright owner. For customer support, please contact
LexisNexis Matthew Bender, 9443 Springboro Pike, Miamisburg, OH 45342 or call
Customer Support at 1-800-833-9844. Direct any editorial inquiries and send any material for
publication to Steven A. Meyerowitz, Editor-in-Chief, Meyerowitz Communications Inc.,
26910 Grand Central Parkway Suite 18R, Floral Park, New York 11005,
smeyerowitz@meyerowitzcommunications.com, 631.291.5541. Material for publication is
welcomed—articles, decisions, or other items of interest to lawyers and law firms, in-house
counsel, government lawyers, senior business executives, and anyone interested in privacy
and cybersecurity related issues and legal developments. This publication is designed to be
accurate and authoritative, but neither the publisher nor the authors are rendering legal,
accounting, or other professional services in this publication. If legal or other expert advice
is desired, retain the services of an appropriate professional. The articles and columns reflect
only the present considerations and views of the authors and do not necessarily reflect those
of the firms or organizations with which they are affiliated, any of the former or present clients
of the authors or their firms or organizations, or the editors or publisher.

POSTMASTER: Send address changes to Pratt’s Government Contracting Law Report,
LexisNexis Matthew Bender, 230 Park Ave. 7th Floor, New York NY 10169.

v



GOVERNMENT CONTRACTING Law REPORT

The Cost Corner

Government Contracts Cost and Pricing:
Penalties for Unallowable Costs

By Keith Szeliga and Lillia Damalouji’

Welcome back to the Cost Corner, where we provide practical insight into the complex
cost and pricing requirements that apply to government contractors. This is the fourth
column in a multi-part series on the Federal Acquisition Regulation (FAR) Cost
Principles applicable to contracts with commercial organizations. The last column
addressed accounting for unallowable costs. This Cost Corner focuses on penalties for
unallowable costs. The relevant FAR provisions are FAR 42.709 and FAR 52.242-3,
both entitled “Penalties for Unallowable Costs.” This column begins with an overview
of the penalty provisions. It then address the interpretation of expressly unallowable costs
and the penalty waiver provisions.

BASIC CONCEPTS

The Federal Acquisition Regulation (FAR) implements statutory penalties
against contractors that include unallowable indirect costs in final indirect cost
rate proposals and the final statement of costs incurred or estimated to be
incurred under a fixed-price incentive (FPI) contract.! The penalty provisions
apply to all contracts over $800,000, excluding fixed-price contracts without
cost incentives and firm-fixed-price contracts for commercial products or
commercial services.?

There are two levels of penalties. A Level 1 penalty is assessed when the
indirect cost is expressly unallowable under a cost principle in the FAR or an
agency supplement.3

The Level 1 penalty is equal to the amount of the disallowed costs allocated
to contracts subject to the clause for which the indirect cost proposal has been
submitted plus interest on any paid portion of the disallowance.*

" Keith Szeliga is a partner and Lillia Damalouji is an associate in the Government Contracts
Practice in the Washington, D.C. office of Sheppard, Mullin, Richter & Hampton LLP. The
authors may be contacted at kszeliga@sheppardmullin.com and ldamalouji@sheppardmullin.com,
respectively.

1 FAR 42.709-1(a); see, also, 10 U.S.C. § 3743; 41 U.S.C. § 4303.
2 FAR 42.709-1(b).

3 FAR 42.709-2(2)(1).

4 1d.
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A Level 2 penalty is assessed when the indirect cost was determined to be
unallowable for that contractor before indirect cost rate proposal submission.®
The Level 2 penalty is twice the amount of the disallowed costs allocated to
contracts subject to the clause.® These penalties are in addition to the
disallowance of the cost and any other administrative, civil, and criminal
penalties that may be assessed.” Moreover, it is not necessary for unallowable
costs to have been paid to the contractor in order to assess a penalty; the penalty
provision is triggered simply by including the unallowable costs in the indirect
cost proposal.®

Interest is calculated on any paid portion of the disallowed cost as follows:

(1) Considering the overpayment to have occurred and interest to have
begun accumulating from the midpoint of the contractors fiscal year
(or an otherwise equitable method if the cost was not paid evenly over
the fiscal year);

(2)  Using the interest rate specified by the Secretary of Treasury;

(3) Computing interest from the date of overpayment to the date of the
payment demand letter; and

(4) Determining the paid portion of the disallowed costs with the
contract auditor.®

The cognizant contracting officer is responsible for determining whether the
penalties should be assessed, determining whether the penalties should be
waived, and referring the matter to the appropriate criminal investigative
organization if there is evidence that the contractor knowingly submitted
unallowable costs.2® The contract auditor is responsible for recommending to
the contracting officer which costs may be unallowable and subject to the
penalties, for providing rationale and supporting documentation for any
recommendation, and also for referring matters to criminal investigative
organizations, as appropriate.!?

Unless a waiver is granted, the FAR directs the contracting officer to assess
a Level 1 penalty when the submitted cost is expressly unallowable under a cost

5 FAR 42.709-2(2)(2).
6 1d.

7 FAR 42.709-2(b).

8 FAR 42.709-2(c).

® FAR 42.709-5.

10 FAR 42.709-3(a).
11 EAR 42.709-3(b).
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principle in the FAR or an agency supplement that defines the allowability of
specific select costs.'? Similarly, unless a waiver is granted, the FAR directs the
contracting officer to assess a Level 2 penalty when the submitted cost was
determined to be unallowable for the contractor prior to submission of the
indirect cost rate proposal.t3

The FAR provides that prior determinations of unallowability may be
evidenced by:

(1) A Defense Contract Audit Agency (DCAA) Form 1, Notice of
Contract Costs Suspended and/or Disapproved, or any similar notice
that has not been appealed or withdrawn;

(2) A contracting officer’s final decision that has not been appealed;

(3) A prior decision involving the contractor in which a Board of
Contract Appeals or court decision upheld disallowance of the cost;
or

(4) A determination or agreement of unallowability under FAR 31.201-
6.14

The FAR further directs the contracting officer to issue a final decision that
includes a demand for payment of the penalty.!®

The FAR implements penalties for unallowable costs for contractors in the
clause found at FAR 52.243-3, Penalties for Unallowable Costs.1® The clause is
mandatory for all contracts over $800,000, except fixed-price contracts without
cost incentives and firm-fixed-price contracts for commercial products or
commercial services.

EXPRESSLY UNALLOWABLE COSTS

The FAR defines an “expressly unallowable cost” as a “particular item or type
of cost which, under the express provisions of an applicable law, regulation, or
contract, is specifically named and stated to be unallowable.”*” However,
penalties are limited to indirect costs that are expressly unallowable “under a
cost principle in the FAR,” or applicable agency supplement, “that defines the

12 FAR 42.709-4(a).
13 FAR 42.709-4(b).
14 1d.

15 FAR 42.709-4(c).
18 FAR 42.709-7.
17 FAR 31.001.
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allowability of specific selected costs.”*® This excludes costs determined to be
unallowable solely because they are unreasonable, unallocable, non-compliant
with the Cost Accounting Standards (CAS) or Generally Accepted Accounting
Principles (GAAP), or made unallowable by a contract provision.!®

The Armed Services Board of Contract Appeals (ASBCA) has explained that
a cost is “expressly unallowable” only if there cannot be reasonable differences
of opinion regarding the allowability of that cost:

We think Congress intended the standard to be an objective one. The
FAR and CAS definitions of “expressly unallowable” point to the need
to examine the particular principle involved in light of the surrounding
circumstances. Moreover, since Congress adopted the “expressly unal-
lowable” standard to make it clear that a penalty should not be assessed
where there were reasonable differences of opinion about the allow-
ability of costs, we think the Government must show that it was
unreasonable under all the circumstances for a person in the contrac-
tor’s position to conclude that the costs were allowable. The scope of
the inquiry will vary with the clarity and complexity of the particular
cost principle and the circumstances involved.2°

More recently, the U.S. Court of Appeals for the Federal Circuit determined
that salary costs for employees engaging in lobbying activities were expressly
unallowable even though the relevant cost principle addressed the allowability
of costs “associated with” lobbying activities without expressly naming and
stating salaries for personnel engaged in such activities to be unallowable.?! The
Federal Circuit reasoned that “[c]osts unambiguously falling within a generic
description of a ‘type’ of unallowable cost are also ‘expressly unallowable.””22
This conclusion seems inconsistent with the definition of “expressly unallow-
able costs” as costs “specifically named and stated to be unallowable” but, at
least arguably, it does not disturb the general principle that penalties are

18 FAR 42.709-2(2)(1).

19 Raytheon Co., ASBCA No. 57743, 17-1 BCA ¥ 36,724; see, also, Defense Contract Audit
Agency (DCAA), Contract Audit Manual (DCAM), 9 6-609.1.c.1 (“It does not include any costs
that are unallowable because they violate any other regulatory requirement or contract term,
unless such regulation or contract term is also included in the cost principles. Therefore, there
could be situations where a cost may be expressly unallowable but not subject to penalties.”).

20 General Dynamics Corp., ASBCA No. 49372, 02-2 BCA 931888, rev'd in part by
Rumsfeld v. General Dynamics Corp., 365 F.3d 1380 (Fed. Cir. 2004).

21 Raytheon Co. v. Sec’y of Def., 940 F.3d 1310 (Fed. Cir. 2019).
22 14. at 1313.

96



GOVERNMENT CONTRACTING Law REPORT

appropriate only where there can be no “reasonable differences of opinion”
about allowability.

The DCAA has adopted the ASBCA guidance quoted above in its definition
of expressly unallowable costs.23 In applying that guidance, however, the DCAA
has prepared, as a “tool” for its auditors, a Listing of Cost Principles Identifying
Expressly Unallowable Costs. The Listing identifies no less than ninety-one
categories of costs that DCAA considers to be “expressly unallowable” pursuant
to the FAR and DFARS Cost Principles.2* The DCAM advises audit teams
that, if they question a cost included in the Listing, they “generally should treat
the questioned cost as expressly unallowable and subject to penalties.”?> If
nothing else, the Listing provides a valuable checklist of the types of costs
contractors can expect DCAA to question as expressly unallowable costs.

WAIVER OF PENALTIES

The FAR provides that the contracting officer “shall waive the penalties”
under three circumstances.2® Waiver of the penalties is mandatory when those
circumstances apply.?”

First, the contracting officer must waive the penalties if the contractor
withdraws the indirect cost rate proposal before the government formally
initiates an audit and the contractor submits a revised proposal.2® An audit is
deemed to be formally initiated when the government provides the contractor
with written notice, or holds an entrance conference, indicating that audit work
on a specific final indirect cost proposal has begun.2®

Second, the contracting officer must waive the penalties if the amount of
unallowable cost under the proposal that is subject to the penalty is $10,000 or
less, i.e., if the amount of expressly or previously determined unallowable costs
that would be allocated to the covered contracts is $10,000 or less.3° The

23 DCAA, DCAM 9 6-609.1.c.1 (“In order for a cost to be expressly unallowable, the cost
principle must state in direct terms that the costs are unallowable, or leaves little room for
interpretation or differences of opinion as to whether the particular cost meets the allowability
criteria. The government must show that it was unreasonable, under all the circumstances, for a
person in the contractor’s position to conclude that the costs were allowable.”).

24 DCAA, DCAM, Appendix A, A-100, Figure A-1-1 (Jan. 2021).
25 DCAA, DCAM, Appendix A, A-102.1.

26 FAR 42.709-G.

27 See FAR 2.1.1 (“ ‘shall’ denotes the imperative”).

28 FAR 42.709-6(a).

29 1d.

30 FAR 42.709-6(b).
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ASBCA has held that the $10,000 limitation applies to the cumulative amount
of the expressly unallowable costs rather than each rather than each category of
costs determined to be expressly unallowable.3

Third, the contracting officer must waive the penalties if the contractor
demonstrates, to the contracting officer’s satisfaction, that: (1) it has established
policies and personnel training and an internal control and review system that
provide assurances that unallowable costs subject to penalties are precluded
from being included in the contractor’s final indirect cost rate proposals, and (2)
the unallowable costs subject to the penalty were inadvertently incorporated
into the proposal; i.e., their inclusion resulted from an unintentional error,
notwithstanding the exercise of due care.32 With regard to the first requirement,
the FAR identifies, as examples, the types of controls required for satisfactory
participation in the Department of Defense sponsored self-governance pro-
grams, specific accounting controls over indirect costs, compliance tests that
demonstrate that the controls are effective, and government audits that have not
disclosed recurring instances of expressly unallowable costs.33 To qualify for the
waiver, the necessary policies and internal controls must have been in place at
the time the contractor submitted its indirect cost rate proposal rather than
implemented later.34

CONCLUSION

This column has addressed penalties for expressly unallowable costs. The
next edition of the Cost Corner will address compensation for personal services.

31 See Exelis, Inc., ASBCA No. 58966, 17-1 BCA ¥ 36,708.

32 FAR 42.709-6(c).

33 FAR 42.709-6(c)(1).

34 Qe Energy Matter Conversion Corp., ASBCA No. 61583, 19-1 BCA ¥ 37,225.
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