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under one or more contracts are at
least equal to the increased cost under
the other affected contracts, provided
that the contractor and the affected
contracting officers agree on the meth-
od by which the price adjustments are
to be made for all affected contracts. In
this situation, the contracting agencies
would, of course, require an adjustment
of the contract price or cost allow-
ances, as appropriate, to the extent
that the increases under certain con-
tracts were not offset by the decreases
under the remaining contracts.

(f) Whether cost impact is recognized
by modifying a single contract, several
but not all contracts, or all contracts,
or any other suitable technique, is a
contract administration matter. The
Cost Accounting Standards rules do
not in any way restrict the capacity of
the parties to select the method by
which the cost impact attributable to a
change in cost accounting practice is
recognized.

9903.307 Cost Accounting Standards
Preambles.

Preambles to the Cost Accounting
Standards published by the original
Cost Accounting Standards Board, as
well as those preambles published by
the signatories to the Federal Acquisi-
tion Regulation respecting changes
made under their regulatory authori-
ties, are available by writing to the:
Publications Office, Office of Adminis-
tration, Executive Office of the Presi-
dent, 725 17th Street NW., room 2200,
Washington, DC 20500, or by calling
(202) 395-7332.
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9904.400 [Reserved]

9904.401 Cost accounting standard—
consistency in estimating, accumu-
lating and reporting costs.

9904.401-10 [Reserved]

9904.401-20 Purpose.

The purpose of this Cost Accounting
Standard is to ensure that each con-
tractor’s practices used in estimating
costs for a proposal are consistent with
cost accounting practices used by him
in accumulating and reporting costs.
Consistency in the application of cost
accounting practices is necessary to
enhance the likelihood that com-
parable transactions are treated alike.
With respect to individual contracts,
the consistent application of cost ac-
counting practices will facilitate the
preparation of reliable cost estimates
used in pricing a proposal and their
comparison with the costs of perform-
ance of the resulting contract. Such
comparisons provide one important
basis for financial control over costs
during contract performance and aid in
establishing accountability for cost in
the manner agreed to by both parties
at the time of contracting. The com-
parisons also provide an improved basis
for evaluating estimating capabilities.

9904.401-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Accumulating costs means the col-
lecting of cost data in an organized
manner, such as through a system of
accounts.

9904.401-50

(2) Actual cost means an amount de-
termined on the basis of cost incurred
(as distinguished from forecasted cost),
including standard cost properly ad-
justed for applicable variance.

(3) Estimating costs means the process
of forecasting a future result in terms
of cost, based upon information avail-
able at the time.

(4) Indirect cost pool means a grouping
of incurred costs identified with two or
more objectives but not identified spe-
cifically with any final cost objective.

(5) Pricing means the process of estab-
lishing the amount or amounts to be
paid in return for goods or services.

(6) Proposal means any offer or other
submission used as a basis for pricing a
contract, contract modification or ter-
mination settlement or for securing
payments thereunder.

() Reporting costs means provision of
cost information to others.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.401-40 Fundamental
ment.

require-

(a) A contractor’s practices used in
estimating costs in pricing a proposal
shall be consistent with his cost ac-
counting practices used in accumu-
lating and reporting costs.

(b) A contractor’s cost accounting
practices used in accumulating and re-
porting actual costs for a contract
shall be consistent with his practices
used in estimating costs in pricing the
related proposal.

(c) The grouping of homogeneous
costs in estimates prepared for pro-
posal purposes shall not per se be
deemed an inconsistent application of
cost accounting practices under para-
graphs (a) and (b) of this section when
such costs are accumulated and re-
ported in greater detail on an actual
cost basis during contract perform-
ance.

9904.401-50 Techniques
tion.

for applica-

(a) The standard allows grouping of
homogeneous costs in order to cover
those cases where it is not practicable
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9904.401-60

to estimate contract costs by indi-
vidual cost element or function. How-
ever, costs estimated for proposal pur-
poses shall be presented in such a man-
ner and in such detail that any signifi-
cant cost can be compared with the ac-
tual cost accumulated and reported
therefor. In any event the cost ac-
counting practices used in estimating
costs in pricing a proposal and in accu-
mulating and reporting costs on the re-
sulting contract shall be consistent
with respect to:

(1) The classification of elements or
functions of cost as direct or indirect;

(2) The indirect cost pools to which
each element or function of cost is
charged or proposed to be charged; and

(3) The methods of allocating indi-
rect costs to the contract.

(b) Adherence to the requirement of
9904.401-40(a) of this standard shall be

48 CFR Ch. 99 (10-1-24 Edition)

determined as of the date of award of
the contract, unless the contractor has
submitted cost or pricing data pursu-
ant to 10 U.S.C. 2306a or 41 U.S.C. 254(d)
(Pub. L. 87-653), in which case adher-
ence to the requirement of 9904.401-
40(a) shall be determined as of the date
of final agreement on price, as shown
on the signed certificate of current
cost or pricing data. Notwithstanding
9904.401-40(b), changes in established
cost accounting practices during con-
tract performance may be made in ac-
cordance with part 99.

9904.401-60 Illustrations.

(a) The following examples are illus-
trative of applications of cost account-
ing practices which are deemed to be
consistent.

Practices used in estimating costs for proposals

Practices used in accumulating and reporting costs of contract
performance

1. Contractor estimates an average direct labor rate for manu-
facturing direct labor by labor category or function.

2. Contract estimates an average cost for minor standard hard-
ware items, including nuts, bolts, washers, etc.

3. Contractor uses an estimated rate for manufacturing over-
head to be applied to an estimated direct labor base. He
identifies the items included in his estimate of manufacturing
overhead and provides supporting data for the estimated di-
rect labor base.

1. Contractor records manufacturing direct labor based on ac-
tual cost for each individual and collects such costs by labor
category or function.

2. Contractor records actual cost for minor standard hardware
items based upon invoices or material transfer slips.

3. Contractor accounts for manufacturing overhead by indi-
vidual items of cost which are accumulated in a cost pool al-
located to final cost objectives on a direct labor base.

(b) The following examples are illus-
trative of application of cost account-

ing practices which are deemed not to
be consistent.

Practices used for estimating costs for proposals

Practices used in accumulating and reporting costs of contract
performance

4. Contractor estimates a total dollar amount for engineering
labor which includes disparate and significant elements or
functions of engineering labor. Contractor does not provide
supporting data reconciling this amount to the estimates for
the same engineering labor cost functions for which he will
separately account in contract performance.

5. Contractor estimates engineering labor by cost function, i.e.
drafting, production engineering, etc.

6. Contractor estimates a single dollar amount for machining
cost to cover labor, material and overhead.

4. Contractor accounts for engineering labor by cost function,
i.e. drafting, designing, production, engineering, etc.

5. Contractor accumulates total engineering labor in one undif-
ferentiated account.

6. Contractor records separately the actual costs of machining
labor and material as direct costs, and factory overhead as
indirect costs.

9904.401-61 Interpretation.

(a) 9904.401, Cost Accounting Stand-
ard—Consistency in Estimating, Accu-
mulating and Reporting Costs, requires
in 9904.401-40 that a contractor’s
“practices used in estimating costs in
pricing a proposal shall be consistent

with his cost accounting practices used
in accumulating and reporting costs.”
(b) In estimating the cost of direct
material requirements for a contract,
it is a common practice to first esti-
mate the cost of the actual quantities
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to be incorporated in end items. Provi-
sions are then made for additional di-
rect material costs to cover expected
material losses such as those which
occur, for example, when items are
scrapped, fail to meet specifications,
are lost, consumed in the manufac-
turing process, or destroyed in testing
and qualification processes. The cost of
some or all of such additional direct
material requirements is often esti-
mated by the application of one or
more percentage factors to the total
cost of basic direct material require-
ments or to some other base.

(c) Questions have arisen as to
whether the accumulation of direct
material costs in an undifferentiated
account where a contractor estimates a
significant part of such costs by means
of percentage factors is in compliance
with 9904.401. The most serious ques-
tions pertain to such percentage fac-
tors which are not supported by the
contractor with accounting, statis-
tical, or other relevant data from past
experience, nor by a program to accu-
mulate actual costs for comparison
with such percentage estimates. The
accumulation of direct costs in an un-
differentiated account in this cir-
cumstance is a cost accounting prac-
tice which is not consistent with the
practice of estimating a significant
part of costs by means of percentage
factors. This situation is virtually
identical with that described in Illus-
tration 9904.401-60(b)(5), which deals
with labor.

(d) 9904.401 does not, however, pre-
scribe the amount of detail required in
accumulating and reporting costs. The
amount of detail required may vary
considerably depending on the percent-
age factors used, the data presented in
justification or lack thereof, and the
significance of each situation. Accord-
ingly, it is neither appropriate nor
practical to prescribe a single set of ac-
counting practices which would be con-
sistent in all situations with the prac-
tices of estimating direct material
costs by percentage factors. Therefore,
the amount of accounting and statis-
tical detail to be required and main-
tained in accounting for this portion of
direct material costs has been and con-
tinues to be a matter to be decided by
Government procurement authorities

9904.402-30

on the basis of the individual facts and
circumstances.

9904.401-62 Exemption.
None for this Standard.

9904.401-63 Effective date.

This Standard is effective as of April
17, 1992.

[67 FR 14153, Apr. 17, 1992; 57 FR 34167, Aug.
3, 1992]

9904.402 Cost accounting standard—
consistency in allocating costs in-
curred for the same purpose.

9904.402-10 [Reserved]

9904.402-20 Purpose.

The purpose of this standard is to re-
quire that each type of cost is allo-
cated only once and on only one basis
to any contract or other cost objective.
The criteria for determining the allo-
cation of costs to a product, contract,
or other cost objective should be the
same for all similar objectives. Adher-
ence to these cost accounting concepts
is necessary to guard against the over-
charging of some cost objectives and to
prevent double counting. Double count-
ing occurs most commonly when cost
items are allocated directly to a cost
objective without eliminating like cost
items from indirect cost pools which
are allocated to that cost objective.

9904.402-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
section requires otherwise.

(1) Allocate means to assign an item
of cost, or a group of items of cost, to
one or more cost objectives. This term
includes both direct assignment of cost
and the reassignment of a share from
an indirect cost pool.

(2) Cost objective means a function, or-
ganizational subdivision, contract, or
other work unit for which cost data are
desired and for which provision is made
to accumulate and measure the cost to
processes, products, jobs, capitalized
projects, etc.
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(3) Direct cost means any cost which
is identified specifically with a par-
ticular final cost objective. Direct
costs are not limited to items which
are incorporated in the end product as
material or labor. Costs identified spe-
cifically with a contract are direct
costs of that contract. All costs identi-
fied specifically with other final cost
objectives of the contractor are direct
costs of those cost objectives.

(4) Final cost objective means a cost
objective which has allocated to it both
direct and indirect costs, and in the
contractor’s accumulation system, is
one of the final accumulation points.

(5) Indirect cost means any cost not
directly identified with a single final
cost objective, but identified with two
or more final cost objectives or with at
least one intermediate cost objective.

(6) Indirect cost pool means a grouping
of incurred costs identified with two or
more cost objectives but not specifi-
cally identified with any final cost ob-
jective.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.402-40 Fundamental
ment.

require-

All costs incurred for the same pur-
pose, in like circumstances, are either
direct costs only or indirect costs only
with respect to final cost objectives.
No final cost objective shall have allo-
cated to it as an indirect cost any cost,
if other costs incurred for the same
purpose, in like circumstances, have
been included as a direct cost of that or
any other final cost objective. Further,
no final cost objective shall have allo-
cated to it as a direct cost any cost, if
other costs incurred for the same pur-
pose, in like circumstances, have been
included in any indirect cost pool to be
allocated to that or any other final
cost objective.

9904.402-50 Techniques
tion.

for applica-

(a) The Fundamental Requirement is
stated in terms of cost incurred and is
equally applicable to estimates of costs
to be incurred as used in contract pro-
posals.

48 CFR Ch. 99 (10-1-24 Edition)

(b) The Disclosure Statement to be
submitted by the contractor will re-
quire that he set forth his cost ac-
counting practices with regard to the
distinction between direct and indirect
costs. In addition, for those types of
cost which are sometimes accounted
for as direct and sometimes accounted
for as indirect, the contractor will set
forth in his Disclosure Statement the
specific criteria and circumstances for
making such distinctions. In essence,
the Disclosure Statement submitted by
the contractor, by distinguishing be-
tween direct and indirect costs, and by
describing the criteria and cir-
cumstances for allocating those items
which are sometimes direct and some-
times indirect, will be determinative as
to whether or not costs are incurred for
the same purpose. Disclosure State-
ment as used herein refers to the state-
ment required to be submitted by con-
tractors as a condition of contracting
as set forth in subpart 9903.2.

(c) In the event that a contractor has
not submitted a Disclosure Statement,
the determination of whether specific
costs are directly allocable to con-
tracts shall be based upon the contrac-
tor’s cost accounting practices used at
the time of contract proposal.

(d) Whenever costs which serve the
same purpose cannot equitably be indi-
rectly allocated to one or more final
cost objectives in accordance with the
contractor’s disclosed accounting prac-
tices, the contractor may either:

(1) Use a method for reassigning all
such costs which would provide an eq-
uitable distribution to all final cost ob-
jectives, or

(2) Directly assign all such costs to
final cost objectives with which they
are specifically identified.

In the event the contractor decides to
make a change for either purpose, the
Disclosure Statement shall be amended
to reflect the revised accounting prac-
tices involved.

(e) Any direct cost of minor dollar
amount may be treated as an indirect
cost for reasons of practicality where
the accounting treatment for such cost
is consistently applied to all final cost
objectives, provided that such treat-
ment produces results which are sub-
stantially the same as the results
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which would have been obtained if such
cost had been treated as a direct cost.

9904.402-60 Illustrations.

(a) Illustrations of costs which are
incurred for the same purpose:

(1) Contractor normally allocates all
travel as an indirect cost and pre-
viously disclosed this accounting prac-
tice to the Government. For purposes
of a new proposal, contractor intends
to allocate the travel costs of per-
sonnel whose time is accounted for as
direct labor directly to the contract.
Since travel costs of personnel whose
time is accounted for as direct labor
working on other contracts are costs
which are incurred for the same pur-
pose, these costs may no longer be in-
cluded within indirect cost pools for
purposes of allocation to any covered
Government contract. Contractor’s
Disclosure Statement must be amended
for the proposed changes in accounting
practices.

(2) Contractor normally allocates
planning costs indirectly and allocates
this cost to all contracts on the basis
of direct labor. A proposal for a new
contract requires a disproportionate
amount of planning costs. The con-
tractor prefers to continue to allocate
planning costs indirectly. In order to
equitably allocate the total planning
costs, the contractor may use a method
for allocating all such costs which
would provide an equitable distribution
to all final cost objectives. For exam-
ple, he may use the number of planning
documents processed rather than his
former allocation base of direct labor.
Contractor’s Disclosure Statement
must be amended for the proposed
changes in accounting practices.

(b) Illustrations of costs which are
not incurred for the same purpose:

(1) Contractor normally allocates
special tooling costs directly to con-
tracts. The costs of general purpose
tooling are normally included in the
indirect cost pool which is allocated to
contracts. Both of these accounting
practices were previously disclosed to
the Government. Since both types of
costs involved were not incurred for
the same purpose in accordance with
the criteria set forth in the Contrac-
tor’s Disclosure Statement, the alloca-
tion of general purpose tooling costs

9904.402-61

from the indirect cost pool to the con-
tract, in addition to the directly allo-
cated special tooling costs, is not con-
sidered a violation of the standard.

(2) Contractor proposes to perform a
contract which will require three fire-
men on 24-hour duty at a fixed-post to
provide protection against damage to
highly inflammable materials used on
the contract. Contractor presently has
a firefighting force of 10 employees for
general protection of the plant. Con-
tractor’s costs for these latter firemen
are treated as indirect costs and allo-
cated to all contracts; however, he
wants to allocate the three fixed-post
firemen directly to the particular con-
tract requiring them and also allocate
a portion of the cost of the general fire-
fighting force to the same contract. He
may do so but only on condition that
his disclosed practices indicate that
the costs of the separate classes of fire-
men serve different purposes and that
it is his practice to allocate the gen-
eral firefighting force indirectly and to
allocate fixed-post firemen directly.

9904.402-61 Interpretation.

(a) 9904.402, Cost Accounting Stand-
ard—Consistency in Allocating Costs
Incurred for the Same Purpose, pro-
vides, in 9904.402-40, that ‘¢ * * * no
final cost objective shall have allo-
cated to it as a direct cost any cost, if
other costs incurred for the same pur-
pose, in like circumstances, have been
included in any indirect cost pool to be
allocated to that or any other final
cost objective.”

(b) This interpretation deals with the
way 9904.402 applies to the treatment of
costs incurred in preparing, submit-
ting, and supporting proposals. In es-
sence, it is addressed to whether or
not, under the Standard, all such costs
are incurred for the same purpose, in
like circumstances.

(c) Under 9904.402, costs incurred in
preparing, submitting, and supporting
proposals pursuant to a specific re-
quirement of an existing contract are
considered to have been incurred in dif-
ferent circumstances from the cir-
cumstances under which costs are in-
curred in preparing proposals which do
not result from such specific require-
ment. The circumstances are different
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because the costs of preparing pro-
posals specifically required by the pro-
visions of an existing contract relate
only to that contract while other pro-
posal costs relate to all work of the
contractor.

(d) This interpretation does not pre-
clude the allocation, as indirect costs,
of costs incurred in preparing all pro-
posals. The cost accounting practices
used by the contractor, however, must
be followed consistently and the meth-
od used to reallocate such costs, of
course, must provide an equitable dis-
tribution to all final cost objectives.

9904.402-62 Exemption.
None for this Standard.

9904.402-63 Effective date.

This Standard is effective as of April
17, 1992.

9904.403 Allocation of home office ex-
penses to segments.

9904.403-10 [Reserved]

9904.403-20 Purpose.

(a) The purpose of this Cost Account-
ing Standard is to establish criteria for
allocation of the expenses of a home of-
fice to the segments of the organiza-
tion based on the beneficial or causal
relationship between such expenses and
the receiving segments. It provides for:

(1) Identification of expenses for di-
rect allocation to segments to the max-
imum extent practical;

(2) Accumulation of significant non-
directly allocated expenses into logical
and relatively homogeneous pools to be
allocated on bases reflecting the rela-
tionship of the expenses to the seg-
ments concerned; and

(3) Allocation of any remaining or re-
sidual home office expenses to all seg-
ments.

Appropriate implementation of this
Standard will limit the amount of
home office expenses classified as re-
sidual to the expenses of managing the
organization as a whole.

(b) This Standard does not cover the
reallocation of a segment’s share of
home office expenses to contracts and
other cost objectives.
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9904.403-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Allocate means to assign an item
of cost, or a group of items of cost, to
one or more cost objectives. This term
includes both direct assignments of
cost and the reassignment of a share
from an indirect cost pool.

(2) Home office means an office re-
sponsible for directing or managing
two or more, but not necessarily all,
segments of an organization. It typi-
cally establishes policy for, and pro-
vides guidance to the segments in their
operations. It usually performs man-
agement, supervisory, or administra-
tive functions, and may also perform
service functions in support of the op-
erations of the various segments. An
organization which has intermediate
levels, such as groups, may have sev-
eral home offices which report to a
common home office. An intermediate
organization may be both a segment
and a home office.

(3) Operating revenue means amounts
accrued or charge to customers, cli-
ents, and tenants, for the sale of prod-
ucts manufactured or purchased for re-
sale, for services, and for rentals of
property held primarily for leasing to
others. It includes both reimbursable
costs and fees under cost-type con-
tracts and percentage-of-completion
sales accruals except that it includes
only the fee for management contracts
under which the contractor acts essen-
tially as an agent of the Government in
the erection or operation of Govern-
ment-owned facilities. It excludes inci-
dental interest, dividends, royalty, and
rental income, and proceeds from the
sale of assets used in the business.

(4) Segment means one of two or more
divisions, product departments, plants,
or other subdivisions of an organiza-
tion reporting directly to a home of-
fice, usually identified with responsi-
bility for profit and/or producing a
product or service. The term includes
Government-owned contractor-oper-
ated (GOCO) facilities, and joint ven-
tures and subsidiaries (domestic and
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foreign) in which the organization has
a majority ownership. The term also
includes those joint ventures and sub-
sidiaries (domestic and foreign) in
which the organization has less than a
majority of ownership, but over which
it exercises control.

() Tangible capital asset means an
asset that has physical substance,
more than minimal value, and is ex-
pected to be held by an enterprise for
continued use or possession beyond the
current accounting period for the serv-
ices it yields.

(b) The following modifications of
terms defined elsewhere in this Chapter
99 are applicable to this Standard:
None.

9904.403-40 Fundamental
ment.

require-

(a)(1) Home office expenses shall be
allocated on the basis of the beneficial
or causal relationship between sup-
porting and receiving activities. Such
expenses shall be allocated directly to
segments to the maximum extent prac-
tical. Expenses not directly allocated,
if significant in amount and in relation
to total home office expenses, shall be
grouped in logical and homogeneous
expense pools and allocated pursuant
to paragraph (b) of this subsection.
Such allocations shall minimize to the
extent practical the amount of ex-
penses which may be categorized as re-
sidual (those of managing the organiza-
tion as a whole). These residual ex-
penses shall be allocated pursuant to
paragraph (c) of this subsection.

(2) No segment shall have allocated
to it as an indirect cost, either through
a homogeneous expense pool, or the re-
sidual expense pool, any cost, if other
costs incurred for the same purpose
have been allocated directly to that or
any other segment.

(b) The following subparagraphs pro-
vide criteria for allocation of groups of
home office expenses.

(1) Centraliced service functions. Ex-
penses of centralized service functions
performed by a home office for its seg-
ments shall be allocated to segments
on the basis of the service furnished to
or received by each segment. Central-
ized service functions performed by a
home office for its segments are con-
sidered to consist of specific functions

9904.403-40

which, but for the existence of a home
office, would be performed or acquired
by some or all of the segments individ-
ually. Examples include centrally per-
formed personnel administration and
centralized data processing.

(2) Staff management of certain specific
activities of segments. The expenses in-
curred by a home office for staff man-
agement or policy guidance functions
which are significant in amount and in
relation to total home office expenses
shall be allocated to segments receiv-
ing more than a minimal benefit over a
base, or bases, representative of the
total specific activity being managed.
Staff management or policy guidance
to segments is commonly provided in
the overall direction or support of the
performance of discrete segment ac-
tivities such as manufacturing, ac-
counting, and engineering (but see
paragraph (b)(6) of this subsection).

(3) Line management of particular seg-
ments or groups of segments. The expense
of line management shall be allocated
only to the particular segment or
group of segments which are being
managed or supervised. If more than
one segment is managed or supervised,
the expense shall be allocated using a
base or bases representative of the
total activity of such segments. Line
management is considered to consist of
management or supervision of a seg-
ment or group of segments as a whole.

(4) Central payments or accruals. Cen-
tral payments or accruals which are
made by a home office on behalf of its
segments shall be allocated directly to
segments to the extent that all such
payments or accruals of a given type or
class can be identified specifically with
individual segments. Central payments
or accruals are those which but for the
existence of a number of segments
would be accrued or paid by the indi-
vidual segments. Common examples in-
clude centrally paid or accrued pension
costs, group insurance costs, State and
local income taxes and franchise taxes,
and payrolls paid by a home office on
behalf of its segments. Any such types
of payments or accruals which cannot
be identified specifically with indi-
vidual segments shall be allocated to
benefitted segments using an alloca-
tion base representative of the factors
on which the total payment is based.
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(5) Independent research and develop-
ment costs and bid and proposal costs.
Independent research and development
costs and bid and proposal costs of a
home office shall be allocated in ac-
cordance with 9904.420.

(6) Staff management not identifiable
with any certain specific activities of seg-
ments. The expenses incurred by a home
office for staff management, super-
visory, or policy functions, which are
not identifiable to specific activities of
segments shall be allocated in accord-
ance with paragraph (c) of this sub-
section as residual expenses.

(¢c) Residual expenses. (1) All home of-
fice expenses which are not allocable in
accordance with paragraph (a) of this
subsection and paragraphs (b))
through (b)(5) of this subsection shall
be deemed residual expenses. Typical
residual expenses are those for the
chief executive, the chief financial offi-
cer, and any staff which are not identi-
fiable with specific activities of seg-
ments. Residual expenses shall be allo-
cated to all segments under a home of-
fice by means of a base representative
of the total activity of such segments,
except where paragraph (c) (2) or (3) of
this subsection applies.

(2) Residual expenses shall be allo-
cated pursuant to 9904.403-50(c)(1) if the
total amount of such expenses for the
contractor’s previous fiscal year (ex-
cluding any unallowable costs and be-
fore eliminating any amounts to be al-
located in accordance with paragraph
(c)(3) of this subsection) exceeds the
amount obtained by applying the fol-
lowing percentage(s) to the aggregate
operating revenue of all segments for
such previous year: 3.35 percent of the
first $100 million; 0.95 percent of the
next $200 million; 0.30 percent of the
next $2.7 billion; 0.20 percent of all
amounts over $3 billion. The deter-
mination required by this paragraph
for the 1lst year the contractor is sub-
ject to this Standard shall be based on
the pro forma application of this
Standard to the home office expenses
and aggregate operating revenue for
the contractor’s previous fiscal year.

(3) Where a particular segment re-
ceives significantly more or less ben-
efit from residual expenses than would
be reflected by the allocation of such
expenses pursuant to paragraph (c) (1)
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or (2) of this subsection (see 9904.403-
50(d)), the Government and the con-
tractor may agree to a special alloca-
tion of residual expenses to such seg-
ment commensurate with the benefits
received. The amount of a special allo-
cation to any segment made pursuant
to such an agreement shall be excluded
from the pool of residual expenses to be
allocated pursuant to paragraph (c) (1)
or (2) of this subsection, and such seg-
ment’s data shall be excluded from the
base used to allocate this pool.

9904.403-50 Techniques
tion.

(a)(1) Separate expense groupings
will ordinarily be required to imple-
ment 9904.403-40. The number of
groupings will depend primarily on the
variety and significance of service and
management functions performed by a
particular home office. Ordinarily,
each service or management function
will have to be separately identified for
allocation by means of an appropriate
allocation technique. However, it is not
necessary to identify and allocate dif-
ferent functions separately, if alloca-
tion in accordance with the relevant
requirements of 9904.403-40(b) can be
made using a common allocation base.
For example, if the personnel depart-
ment of a home office provides per-
sonnel services for some or all of the
segments (a centralized service func-
tion) and also established personnel
policies for the same segments (a staff
management function), the expenses of
both functions could be allocated over
the same base, such as the number of
personnel, and the separate functions
do not have to be identified.

(2) Where the expense of a given func-
tion is to be allocated by means of a
particular allocation base, all seg-
ments shall be included in the base un-
less:

(i) Any excluded segment did not re-
ceive significant benefits from, or con-
tribute significantly to the cause of the
expense to be allocated and,

(ii) Any included segment did receive
significant benefits from or contribute
significantly to the cause of the ex-
pense in question.

(b)(1) Section 9904.403-60 illustrates
various expense pools which may be

for applica-
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used together with appropriate alloca-
tion bases. The allocation of central-
ized service functions shall be governed
by a hierarchy of preferable allocation
techniques which represent beneficial
or causal relationships. The preferred
representation of such relationships is
a measure of the activity of the organi-
zation performing the function. Sup-
porting functions are usually labor-ori-
ented, machine-oriented, or space-ori-
ented. Measures of the activities of
such functions ordinarily can be ex-
pressed in terms of labor hours, ma-
chine hours, or square footage. Accord-
ingly, costs of these functions shall be
allocated by use of a rate, such as a
rate per labor hour, rate per machine
hour or cost per square foot, unless
such measures are unavailable or im-
practical to ascertain. In these latter
cases the basis for allocation shall be a
measurement of the output of the sup-
porting function. Output is measured
in terms of units of end product pro-
duced by the supporting function, as
for example, number of printed pages
for a print shop, number of purchase
orders processed by a purchasing de-
partment, number of hires by an em-
ployment office.

(2) Where neither activity nor output
of the supporting function can be prac-
tically measured, a surrogate for the
beneficial, or causal relationship must
be selected. Surrogates used to rep-
resent the relationship are generally
measures of the activity of the seg-
ments receiving the service; for exam-
ple, for personnel services reasonable
surrogates would be number of per-
sonnel, labor hours, or labor dollars of
the segments receiving the service.
Any surrogate used should be a reason-
able measure of the services received
and, logically, should vary in propor-
tion to the services received.

(c)(1) Where residual expenses are re-
quired to be allocated pursuant to
9904.403-40(c)(2), the three factor for-
mula described below must be used.
This formula is considered to result in
appropriate allocations of the residual
expenses of home offices. It takes into
account three broad areas of manage-
ment concern: The employees of the or-
ganization, the business volume, and
the capital invested in the organiza-
tion. The percentage of the residual ex-

9904.403-50

penses to be allocated to any segment
pursuant to the three factor formula is
the arithmetical average of the fol-
lowing three percentages for the same
period.

(i) The percentage of the segment’s
payroll dollars to the total payroll dol-
lars of all segments.

(ii) The percentage of the segment’s
operating revenue to the total oper-
ating revenue of all segments. For this
purpose, the operating revenue of any
segment shall include amounts charged
to other segments and shall be reduced
by amounts charged by other segments
for purchases.

(iii) The percentage of the average
net book value of the sum of the seg-
ment’s tangible capital assets plus in-
ventories to the total average net book
value of such assets of all segments.
Property held primarily for leasing to
others shall be excluded from the com-
putation. The average net book value
shall be the average of the net book
value at the beginning of the organiza-
tion’s fiscal year and the net book
value at the end of the year.

(d) The following paragraphs provide
guidance for implementing the require-
ments of 9904.403-40(c)(3).

(1) An indication that a segment re-
ceived significantly less benefit in rela-
tion to other segments can arise if a
segment, unlike all or most other seg-
ments, performs on its own many of
the functions included in the residual
expense. Another indication may be
that, in relation to its size, compara-
tively little or no costs are allocable to
a segment pursuant to 9904.403-40(b) (1)
through (5). Evidence of comparatively
little communication or interpersonal
relations between a home office and a
segment, in relation to its size, may
also indicate that the segment receives
significantly less benefit from residual
expenses. Conversely, if the opposite
conditions prevail at any segment, a
greater allocation than would result
from the application of 9904.403-40(c) (1)
or (2) may be indicated. This may be
the case, for example, if a segment re-
lies heavily on the home office for cer-
tain residual functions normally per-
formed by other segments on their
own.

(2) Segments which may require spe-
cial allocations of residual expenses
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pursuant to 9904.403-40(c)(3) include,
but are not limited to foreign subsidi-
aries, GOCO’s, domestic subsidiaries
with less than a majority ownership,
and joint ventures.

(3) The portion of residual expenses
to be allocated to a segment pursuant
to 9904.403-40(c)(3) shall be the cost of
estimated or recorded efforts devoted
to the segments.

(e) Home office functions may be per-
formed by an organization which for
some purposes may not be a part of the
legal entity with which the Govern-
ment has contracted. This situation
may arise, for example, in instances
where the Government contracts di-
rectly with a corporation which is
wholly or partly owned by another cor-
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poration. In this case, the latter cor-
poration serves as a ‘‘home office,” and
the corporation with which the con-
tract is made is a ‘‘segment’’ as those
terms are defined and used in this
Standard. For purposes of contracts
subject to this Standard, the con-
tracting corporation may only accept
allocations from the other corporation
to the extent that such allocations
meet the requirements set forth in this
Standard for allocation of home office
expenses to segments.

9904.403-60 Illustrations.

(a) The following table lists some
typical pools, together with illus-
trative allocation bases, which could be
used in appropriate circumstances:

Home office expense or function

lllustrative allocation bases

Centralized service functions:
1. Personnel administration ...
2. Data processing services ...
3. Centralized purchasing and subcontracting

4. Centralized warehousing ...
5. Company aircraft service ...

6. Central telephone service

1. Number of personnel, labor hours, payroll, number of hires.

2. Machine time, number of reports.

3. Number of purchase orders, value of purchases, number of
items.

4. Square footage, value of material, volume.

5. Actual or standard rate per hour, mile, passenger mile, or
similar unit.

6. Usage costs, number of instruments.

(b) The selection of a base for allo-
cating centralized service functions
shall be governed by the criteria estab-
lished in 9904.403-50(b).

(c) The listed allocation bases in this
section are illustrative. Other bases for

allocation of home office expenses to
segments may be used if they are sub-
stantially in accordance with the bene-
ficial or casual relationships outlined
in 9904.403-40.

Home office expenses or function

lllustrative allocation bases

Staff management or specific activities:
1. Personnel management ..........cccoceeeeeveeenenereeenneenns
2. Manufacturing policies, (quality control, industrial
engineering, production, scheduling, tooling, inspec-
tion and testing, etc.
3. Engineering policies .............cccccoeiiiiiiiinciccce

4. Material/purchasing policies ..
5. Marketing policies
Central payments or accruals:
1. PENSION EXPENSES ....oouvirviiiiirieieeresiesieaieeeesre e sieans
2. Group insurance expenses
3. State and local income taxes and franchise taxes ...

1. Number of personnel, labor hours, payroll, number of hires.
2. Manufacturing cost input, manufacturing direct labor.

3. Total engineering costs, engineering direct labor, number of
drawings.

Number of purchase orders, value of purchases.

Sales, segment marketing costs.

o s

[

Payroll or other factor on which total payment is based.

. Payroll or other factor on which total payment is based.

. Any base or method which results in an allocation that
equals or approximates a segment’s proportionate share of
the tax imposed by the jurisdiction in which the segment
does business, as measured by the same factors used to
determine taxable income for that jurisdiction.

w N

9904.403-61 Interpretation.

(a) Questions have arisen as to the
requirements of 9904.403, Cost Account-

ing Standard, Allocation of Home Of-
fice Expenses to Segments, for the pur-
pose of allocating State and local in-
come taxes and franchise taxes based
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on income (hereinafter collectively re-
ferred to as income taxes) from a home
office of an organization to its seg-
ments.

(b) By means of an illustrative allo-
cation base in 9904.403-60, the Standard
provides that income taxes are to be al-
located by ‘‘any base or method which
results in an allocation that equals or
approximates a segment’s propor-
tionate share of the tax imposed by the
jurisdiction in which the segment does
business, as measured by the same fac-
tors used to determine taxable income
for that jurisdiction.” This provision
contains two essential criteria for the
allocation of income taxes from a home
office to segments. First, the taxes of
any particular jurisdiction are to be al-
located only to those segments that do
business in the taxing jurisdiction.
Second, where there is more than one
segment in a taxing jurisdiction, the
taxes are to be allocated among those
segments on the basis of ‘‘the same fac-
tors used to determine the taxable in-
come for that jurisdiction.”” The ques-
tions that have arisen relate primarily
to whether segment book income or
loss is a ‘‘factor” for this purpose.

(c) Most States tax a fraction of total
organization income, rather than the
book income of segments that do busi-
ness within the State. The fraction is
calculated pursuant to a formula pre-
scribed by State statute. In these situ-
ations the book income or loss of indi-
vidual segments is not a factor used to
determine taxable income for that ju-
risdiction. Accordingly, in States that
tax a fraction of total organization in-
come, rather than the book income of
segments within the State, such book
income is irrelevant for tax allocation
purposes. Therefore, segment book in-
come is to be used as a factor in allo-
cating income tax expense from a home
office to segments only where this
amount is expressly used by the taxing
jurisdiction in computing the income
tax.

9904.403-62 Exemption. [Reserved]

9904.403-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
covered contracts with full coverage
shall continue this Standard’s applica-

9904.404-30

bility upon receipt of a contract to
which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s next full fiscal year begin-
ning after the receipt of a contract to
which this Standard is applicable.

9904.404 Capitalization of tangible as-
sets.

9904.404-10 [Reserved]

9904.404.20 Purpose.

This Standard requires that, for pur-
poses of cost measurement, contractors
establish and adhere to policies with
respect to capitalization of tangible as-
sets which satisfy criteria set forth
herein. Normally, cost measurements
are based on the concept of enterprise
continuity; this concept implies that
major asset acquisitions will be cap-
italized, so that the cost applicable to
current and future accounting periods
can be allocated to cost objectives of
those periods. A capitalization policy
in accordance with this Standard will
facilitate measurement of costs con-
sistently over time.

9904.404-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Asset accountability unit means a
tangible capital asset which is a com-
ponent of plant and equipment that is
capitalized when acquired or whose re-
placement is capitalized when the unit
is removed, transferred, sold, aban-
doned, demolished, or otherwise dis-
posed of.

(2) Original complement of low cost
equipment means a group of items ac-
quired for the initial outfitting of a
tangible capital asset or an operational
unit, or a new addition to either. The
items in the group individually cost
less than the minimum amount estab-
lished by the contractor for capitaliza-
tion for the classes of assets acquired
but in the aggregate they represent a
material investment. The group, as a
complement, is expected to be held for
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continued service beyond the current
period. Initial outfitting of the unit is
completed when the unit is ready and
available for normal operations.

(3) Repairs and maintenance generally
means the total endeavor to obtain the
expected service during the life of tan-
gible capital assets. Maintenance is the
regularly recurring activity of keeping
assets in normal or expected operating
condition while repair is the activity of
putting them back into such condition.

(4) Tangible capital asset means an
asset that has physical substance,
more than minimal value, and is ex-
pected to be held by an enterprise for
continued use or possession beyond the
current accounting period for the serv-
ice it yields.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.404-40 Fundamental
ment.

(a) The acquisition cost of tangible
capital assets shall be capitalized. Cap-
italization shall be based upon a writ-
ten policy that is reasonable and con-
sistently applied.

(b) The contractor’s policy shall des-
ignate economic and physical charac-
teristics for capitalization of tangible
assets.

(1) The contractor’s policy shall des-
ignate a minimum service life cri-
terion, which shall not exceed 2 years,
but which may be a shorter period. The
policy shall also designate a minimum
acquisition cost criterion which shall
not exceed $5,000, but which may be a
smaller amount.

(2) The contractor’s policy may des-
ignate other specific characteristics
which are pertinent to his capitaliza-
tion policy decisions (e.g., class of
asset, physical size, identifiability and
controllability, the extent of integra-
tion or independence of constituent
units).

(3) The contractor’s policy shall pro-
vide for identification of asset account-
ability units to the maximum extent
practical.

(4) The contractor’s policy may des-
ignate higher minimum dollar limita-
tions for original complement of low
cost equipment and for betterments

require-
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and improvements than the limitation
established in accordance with para-
graph (b)(1) of this subsection, provided
such higher limitations are reasonable
in the contractor’s circumstances.

(c) Tangible assets shall be capital-
ized when both of the criteria in the
contractor’s policy as required in para-
graph (b)(1) of this subsection are met,
except that assets described in sub-
paragraph (b)(4) of this subsection shall
be capitalized in accordance with the
criteria established in accordance with
that paragraph.

(d) Costs incurred subsequent to the
acquisition of a tangible capital asset
which result in extending the life or in-
creasing the productivity of that asset
(e.g., betterments and improvements)
and which meet the contractor’s estab-
lished criteria for capitalization shall
be capitalized with appropriate ac-
counting for replaced asset account-
ability units. However, costs incurred
for repairs and maintenace to a tan-
gible capital asset which either restore
the asset to, or maintain it at, its nor-
mal or expected service life or produc-
tion capacity shall be treated as costs
of the current period.

[67 FR 14153, Apr. 17, 1992, as amended at 61
FR 5522, Feb. 13, 1996]

9904.404-50 Techniques
tion.

(a) The cost to acquire a tangible
capital asset includes the purchase
price of the asset and costs necessary
to prepare the asset for use.

(1) The purchase price of an asset
shall be adjusted to the extent prac-
tical by premiums and extra charges
paid or discounts and credits received
which properly reflect an adjustment
in the purchase price.

(i) Purchase price is the consider-
ation given in exchange for an asset
and is determined by cash paid, or to
the extent payment is not made in
cash, in an amount equivalent to what
would be the cash price basis. Where
this amount is not available, the pur-
chase price is determined by the cur-
rent value of the consideration given in
exchange for the asset. For example,
current value for a credit instrument is
the amount immediately required to
settle the obligation or the amount of
money which might have been raised

for applica-
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directly through the use of the same
instrument employed in making the
credit purchase. The current value of
an equity security is its market value.
Market value is the current or pre-
vailing price of the security as indi-
cated by recent market quotations. If
such values are unavailable or not ap-
propriate (thin market, volatile price
movement, etc.), an acceptable alter-
native is the fair value of the asset ac-
quired.

(ii) Donated assets which, at the time
of receipt, meet the contractor’s cri-
teria for capitalization shall be capital-
ized at their fair value at that time.

(2) Costs necessary to prepare the
asset for use include the cost of placing
the asset in location and bringing the
asset to a condition necessary for nor-
mal or expected use. Where material in
amount, such costs, including initial
inspection and testing, installation and
similar expenses, shall be capitalized.

(b) Tangible capital assets con-
structed or fabricated by a contractor
for its own use shall be capitalized at
amounts which include all indirect
costs properly allocable to such assets.
This requires the capitalization of gen-
eral and administrative expenses when
such expenses are identifiable with the
constructed asset and are material in
amount (e.g., when the in-house con-
struction effort requires planning, su-
pervisory, or other significant effort by
officers or other personnel whose sala-
ries are regularly charged to general
and administrative expenses). When
the constructed assets are identical
with or similar to the contractor’s reg-
ular product, such assets shall be cap-
italized at amounts which include a
full share of indirect costs.

(c) In circumstances where the acqui-
sition by purchase or donation of pre-
viously used tangible capital assets is
not an arm’s length transaction, acqui-
sition cost shall be limited to the cap-
italized cost of the asset to the owner
who last acquired the asset through an
arm’s-length transaction, reduced by
depreciation charges from date of that
acquisition to date of gift or sale.

(d) The capitalized values of tangible
capital assets acquired in a business
combination, accounted for under the
“purchase method” of accounting,

9904.404-60

shall be assigned to these assets as fol-
lows:

(1) All the tangible capital assets of
the acquired company that during the
most recent cost accounting period
prior to a business combination gen-
erated either depreciation expense or
cost of money charges that were allo-
cated to Federal government contracts
or subcontracts negotiated on the basis
of cost, shall be capitalized by the
buyer at the net book value(s) of the
asset(s) as reported by the seller at the
time of the transaction.

(2) All the tangible capital asset(s) of
the acquired company that during the
most recent cost accounting period
prior to a business combination did not
generate either depreciation expense or
cost of money charges that were allo-
cated to Federal government contracts
or subcontracts negotiated on the basis
of cost, shall be assigned a portion of
the cost of the acquired company not
to exceed their fair value(s) at the date
of acquisition. When the fair value of
identifiable acquired assets less liabil-
ities assumed exceeds the purchase
price of the acquired company in an ac-
quisition under the ‘‘purchase meth-
od,” the value otherwise assignable to
tangible capital assets shall be reduced
by a proportionate part of the excess.

(e) Under the ‘‘pooling of interest
method” of accounting for business
combinations, the values established
for tangible captial assets for financial
accounting shall be the values used for
determining the cost of such assets.

(f) Asset accountability units shall be
identified and separately capitalized at
the time the assets are acquired. How-
ever, whether or not the contractor
identifies and separately capitalizes a
unit initially, the contractor shall re-
move the unit from the asset accounts
when it is disposed of and, if replaced,
its replacement shall be capitalized.

[67 FR 14153, Apr. 17, 1992, as amended at 61
FR 5523, Feb. 13, 1996]

9904.404-60 Illustrations.

(a) Illustrations of costs which must be
capitalized. (1) Contractor has an estab-
lished policy of capitalizing tangible
assets which have a service life of more
than 1 year and a cost of $6,000. The
contractor’s policy must be modified to
conform to the $5,000 policy limitation

309



9904.404-61

on minimum acquisition cost estab-
lished by the Standard.

(i) Contractor acquires a tangible
capital asset with a life of 18 months at
a cost of $6,500. The Standard requires
that the asset be capitalized in compli-
ance with contractor’s policy as to
service life.

(ii) Contractor acquires a tangible
asset with a life of 18 months at a cost
of $900. The asset need not be capital-
ized unless the contractor’s revised pol-
icy establishes a minimum cost cri-
terion below $900.

(2) Contractor has an established pol-
icy of -capitalizing tangible assets
which have a service life of more than
1 year and a cost of $250. Contractor ac-
quires a tangible asset with a life of 18
months and a cost of $300. The Stand-
ard requires that, based upon contrac-
tor’s policy, the asset be capitalized.

(3) Contractor establishes a major
new production facility. In the process,
a number of large and small items of
equipment were acquired to outfit it.
The contractor has an established pol-
icy of capitalizing individual items of
tangible assets which have a service
life of over 1 year and a cost of $500,
and all items meeting these require-
ments were capitalized. In addition,
the contractor’s policy requires cap-
italization of an original complement
which has a service life of over 1 year
and a cost of $5,000. Items of durable
equipment acquired for the production
facility costing less than $500 each ag-
gregated $50,000. Based upon the con-
tractor’s policy, the durable equipment
items must be capitalized as the origi-
nal complement of low cost equipment.
(The concept of original complement
applies to such items as books in a new
library, impact wrenches in a new fac-
tory, work benches and racks in a new
production facility, or furniture and
fixtures in a new office building.)

(4) Contractor has an established pol-
icy for treating its heavy presses and
their power supplies as separate asset
accountability units. A power supply is
replaced during the service life of the
related press. The Standard requires
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that, based upon the contractor’s pol-
icy, the new power supply be capital-
ized with appropriate accounting for
the replaced unit.

(b) Illustrations of costs which need not
be capitalized. (1) The contractor has an
established policy of capitalizing tan-
gible assets which have a service life of
2 years and a cost of $500. The con-
tractor acquires an asset with a useful
life of 18 months and a cost of $5,000.
The tangible asset should be expensed
because it does not meet the 2-year cri-
terion.

(2) The contractor establishes a new
assembly line. In outfitting the line,
the contractor acquires $5,000 of small
tools. On similar assembly lines under
similar conditions, the original com-
plement of small tools was expensed
because the complement was replaced
annually as a result of loss, pilferage,
breakage, and physical wear and tear.
Because the unit of original com-
plement does not meet the contractor’s
service life criterion for capitalization
(1 year), the small tools may be ex-
pensed.

[67 FR 141563, Apr. 17, 1992, as amended at 70
FR 37706, June 30, 2005]

9904.404-61 Interpretation. [Reserved]

9904.404-62 Exemption.
None for this Standard.

9904.404-63 Effective date.

(a) This Standard is effective April
15, 1996.

(b) This Standard shall be applied be-
ginning with the contractor’s next full
cost accounting period beginning after
the receipt of a contract or subcontract
to which this Standard is applicable.

(c) Contractors with prior CAS-cov-
ered contracts with full coverage shall
continue to follow Standard 9904.404 in
effect prior to April 15, 1996, until this
Standard, effective April 15, 1996, be-
comes applicable after the receipt of a
contract or subcontract to which this
revised Standard applies.

[61 FR 5523, Feb. 13, 1996]
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9904.405 Accounting for unallowable
costs.

9904.405-10 [Reserved]

9904.405-20 Purpose.

(a) The purpose of this Cost Account-
ing Standard is to facilitate the nego-
tiation, audit, administration and set-
tlement of contracts by establishing
guidelines covering:

(1) Identification of costs specifically
described as unallowable, at the time
such costs first become defined or au-
thoritatively designated as unallow-
able, and

(2) The cost accounting treatment to
be accorded such identified unallow-
able costs in order to promote the con-
sistent application of sound cost ac-
counting principles covering all in-
curred costs.

The Standard is predicated on the
proposition that costs incurred in car-
rying on the activities of an enter-
prise—regardless of the allowability of
such costs under Government con-
tracts—are allocable to the cost objec-
tives with which they are identified on
the basis of their beneficial or causal
relationships.

(b) This Standard does not govern the
allowability of costs. This is a function
of the appropriate procurement or re-
viewing authority.

9904.405-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Directly associated cost means any
cost which is generated solely as a re-
sult of the incurrence of another cost,
and which would not have been in-
curred had the other cost not been in-
curred.

(2) Expressly unallowable cost means a
particular item or type of cost which,
under the express provisions of an ap-
plicable law, regulation, or contract, is
specifically named and stated to be un-
allowable.

(3) Indirect cost means any cost not
directly identified with a single final
cost objective, but identified with two
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or more final cost objectives or with at
least one intermediate cost objective.

(4) Unallowable cost means any cost
which, under the provisions of any per-
tinent law, regulation, or contract,
cannot be included in prices, cost reim-
bursements, or settlements under a
Government contract to which it is al-
locable.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.405-40 Fundamental
ment.

(a) Costs expressly unallowable or
mutually agreed to be unallowable, in-
cluding costs mutually agreed to be un-
allowable directly associated costs,
shall be identified and excluded from
any billing, claim, or proposal applica-
ble to a Government contract.

(b) Costs which specifically become
designated as unallowable as a result of
a written decision furnished by a con-
tracting officer pursuant to contract
disputes procedures shall be identified
if included in or used in the computa-
tion of any billing, claim, or proposal
applicable to a Government contract.
This identification requirement applies
also to any costs incurred for the same
purpose under like circumstances as
the costs specifically identified as un-
allowable under either this paragraph
or paragraph (a) of this subsection.

(c) Costs which, in a contracting offi-
cer’s written decision furnished pursu-
ant to contract disputes procedures,
are designated as unallowable directly
associated costs of unallowable costs
covered by either paragraph (a) or (b)
of this subsection shall be accorded the
identification required by paragraph
(b) of this subsection.

(d) The costs of any work project not
contractually authorized, whether or
not related to performance of a pro-
posed or existing contract, shall be ac-
counted for, to the extent appropriate,
in a manner which permits ready sepa-
ration from the costs of authorized
work projects.

(e) All unallowable costs covered by
paragraphs (a) through (d) of this sub-
section shall be subject to the same
cost accounting principles governing
cost allocability as allowable costs. In

require-
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circumstances where these unallowable
costs normally would be part of a reg-
ular indirect-cost allocation base or
bases, they shall remain in such base
or bases. Where a directly associated
cost is part of a category of costs nor-
mally included in an indirect-cost pool
that will be allocated over a base con-
taining the unallowable cost with
which it is associated, such a directly
associated cost shall be retained in the
indirect-cost pool and be allocated
through the regular allocation process.

(f) Where the total of the allocable
and otherwise allowable costs exceeds a
limitation-of-cost or ceiling-price pro-
vision in a contract, full direct and in-
direct cost allocation shall be made to
the contract cost objective, in accord-
ance with established cost accounting
practices and Standards which regu-
larly govern a given entity’s alloca-
tions to Government contract cost ob-
jectives. In any determination of unal-
lowable cost overrun, the amount
thereof shall be identified in terms of
the excess of allowable costs over the
ceiling amount, rather than through
specific identification of particular
cost items or cost elements.

9904.405-50 Techniques
tion.

for applica-
(a) The detail and depth of records re-
quired as backup support for proposals,
billings, or claims shall be that which
is adequate to establish and maintain
visibility of identified unallowable
costs (including directly associated
costs), their accounting status in terms
of their allocability to contract cost
objectives, and the cost accounting
treatment which has been accorded
such costs. Adherence to this cost ac-
counting principle does not require
that allocation of unallowable costs to
final cost objectives be made in the de-
tailed cost accounting records. It does
require that unallowable costs be given
appropriate consideration in any cost
accounting determinations governing
the content of allocation bases used for
distributing indirect costs to cost ob-
jectives. Unallowable costs involved in
the determination of rates used for
standard costs, or for the indirect-cost
bidding or billing, need be identified
only at the time rates are proposed, es-
tablished, revised or adjusted.
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(b)(1) The visibility requirement of
paragraph (a) of this subsection, may
be satisfied by any form of cost identi-
fication which is adequate for purposes
of contract cost determination and
verification. The Standard does not re-
quire such cost identification for pur-
poses which are not relevant to the de-
termination of Government contract
cost. Thus, to provide visibility for in-
curred costs, acceptable alternative
practices would include:

(i) The segregation of unallowable
costs in separate accounts maintained
for this purpose in the regular books of
account,

(ii) The development and mainte-
nance of separate accounting records
or workpapers, or

(iii) The use of any less formal cost
accounting techniques which estab-
lishes and maintains adequate cost
identification to permit audit
verification of the accounting recogni-
tion given unallowable costs.

(2) Contractors may satisfy the visi-
bility requirements for estimated costs
either:

(i) By designation and description (in
backup data, workpapers, etc.) of the
amounts and types of any unallowable
costs which have specifically been
identified and recognized in making
the estimates, or

(ii) By description of any other esti-
mating technique employed to provide
appropriate recognition of any unal-
lowable costs pertinent to the esti-
mates.

(c) Specific identification of unallow-
able cost is not required in cir-
cumstances where, based upon consid-
erations of materiality, the Govern-
ment and the contractor reach agree-
ment on an alternate method that sat-
isfies the purpose of the Standard.

9904.405-60 Illustrations.

(a) An auditor recommends disallow-
ance of certain direct labor and direct
materials costs, for which a billing has
been submitted under a contract, on
the basis that these particular costs
were not required for performance and
were not authorized by the contract.
The contracting officer issues a written
decision which supports the auditor’s
position that the questioned costs are
unallowable. Following receipt of the
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contracting officer’s decision, the con-
tractor must clearly identify the dis-
allowed direct labor and direct mate-
rial costs in his accounting records and
reports covering any subsequent sub-
mission which includes such costs.
Also, if the contractor’s base for allo-
cation of any indirect cost pool rel-
evant to the subject contract consists
of direct labor, direct material, total
prime cost, total cost input, etc., he
must include the disallowed direct
labor and material costs in his alloca-
tion base for such pool. Had the con-
tracting officer’s decision been against
the auditor, the contractor would not,
of course, have been required to ac-
count separately for the costs ques-
tioned by the auditor.

(b) A contractor incurs, and sepa-
rately identifies, as a part of his manu-
facturing overhead, certain costs which
are expressly unallowable under the ex-
isting and currently effective regula-
tions. If manufacturing overhead is
regularly a part of the contractor’s
base for allocation of general and ad-
ministrative (G&A) or other indirect
expenses, the contractor must allocate
the G&A or other indirect expenses to
contracts and other final cost objec-
tives by means of a base which includes
the identified unallowable manufac-
turing overhead costs.

(c) An auditor recommends disallow-
ance of the total direct indirect costs
attributable to an organizational plan-
ning activity. The contractor claims
that the total of these activity costs
are allowable under the Federal Acqui-
sition Regulation (FAR) as ‘‘Economic
planning costs’ (48 CFR 31.205-12); the
auditor contends that they constitute
“Organization costs’ (48 CFR 31.205-27)
and therefore are unallowable. The
issue is referred to the contracting offi-
cer for resolution pursuant to the con-
tract disputes clause. The contracting
officer issues a written decision sup-
porting the auditor’s position that the
total costs questioned are unallowable
under the FAR. Following receipt of
the contracting officer’s decision, the
contractor must identify the dis-
allowed costs and specific other costs
incurred for the same purpose in like
circumstances in any subsequent esti-
mating, cost accumulation or reporting
for Government contracts, in which
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such costs are included. If the con-
tracting officer’s decision had sup-
ported the contractor’s contention, the
costs questioned by the auditor would
have been allowable ‘‘Economic plan-
ning costs,” and the contractor would
not have been required to provide spe-
cial identification.

(d) A defense contractor was engaged
in a program of expansion and diver-
sification of corporate activities. This
involved internal corporate reorganiza-
tion, as well as mergers and acquisi-
tions. All costs of this activity were
charged by the contractor as corporate
or segment general and administrative
(G&A) expense. In the contractor’s pro-
posals for final Segment G&A rates (in-
cluding corporate home office alloca-
tions) to be applied in determining al-
lowable costs of its defense contracts
subject to 48 CFR part 31, the con-
tractor identified and excluded the ex-
pressly unallowable costs (as listed in
48 CFR 31.205-12) incurred for incorpo-
ration fees and for charges for special
services of outside attorneys, account-
ants, promoters, and consultants. In
addition, during the course of negotia-
tion of interim bidding and billing G&A
rates, the contractor agreed to classify
as unallowable various in-house costs
incurred for the expansion program,
and various directly associated costs of
the identifiable unallowable costs. On
the basis of negotiations and agree-
ments between the contractor and the
contracting officers’ authorized rep-
resentatives, interim G&A rates were
established, based on the net balance of
allowable G&A costs. Application of
the rates negotiated to proposals, and
on an interim basis to billings, for cov-
ered contracts constitutes compliance
with the Standard.

(e) An official of a company, whose
salary, travel, and subsistence expenses
are charged regularly as general and
administrative (G&A) expenses, takes
several business associates on what is
clearly a business entertainment trip.
The entertainment costs of such trips
is expressly unallowable because it
constitutes entertainment expense, and
is separately identified by the con-
tractor. The contractor does not regu-
larly include his G&A expenses in any
indirect-expense allocation base. In
these circumstances, the official’s
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travel and subsistence expenses would
be directly associated costs for identi-
fication with the unallowable enter-
tainment expense. However, unless this
type of activity constituted a signifi-
cant part of the official’s regular duties
and responsibilities on which his salary
was based, no part of the official’s sal-
ary would be required to be identified
as a directly associated cost of the un-
allowable entertainment expense.

[67 FR 14153, Apr. 17, 1992; 57 FR 34167, Aug.
3, 1992; 57 FR 437176, Sept. 22, 1992]

9904.405-61 Interpretation. [Reserved]

9904.405-62 Exemption.
None for this Standard.

9904.405-63 Effective date.
This Standard is effective as of April
17, 1992.

9904.406 Cost accounting
cost accounting period.

standard—

9904.406-10 [Reserved]

9904.406-20 Purpose.

The purpose of this Cost Accounting
Standard is to provide criteria for the
selection of the time periods to be used
as cost accounting periods for contract
cost estimating, accumulating, and re-
porting. This Standard will reduce the
effects of variations in the flow of costs
within each cost accounting period. It
will also enhance objectivity, consist-
ency, and verifiability, and promote
uniformity and comparability in con-
tract cost measurements.

9904.406-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Allocate means to assign an item
of cost, or a group of items of cost, to
one or more cost objectives. This term
includes both direct assignment of cost
and the reassignment of a share from
an indirect cost pool.

(2) Cost objective means a function, or-
ganizational subdivision, contract, or
other work unit for which cost data are
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desired and for which provision is made
to accumulate and measure the cost of
processes, products, jobs, capitalized
projects, etc.

(3) Fiscal year means the accounting
period for which annual financial state-
ments are regularly prepared, gen-
erally a period of 12 months, 52 weeks,
or 53 weeks.

(4) Indirect cost pool means a grouping
of incurred costs identified with two or
more cost objectives but not identified
specifically with any final cost objec-
tive.

(b) The following modification of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.406-40 Fundamental
ment.

require-

(a) A contractor shall use this fiscal
year as his cost accounting period, ex-
cept that:

(1) Costs of an indirect function
which exists for only a part of a cost
accounting period may be allocated to
cost objectives of that same part of the
period as provided in 9904.406-50(a).

(2) An annual period other than the
fiscal year may, as provided in 9904.406—
50(d), be used as the cost accounting
period if its use is an established prac-
tice of the contractor.

(3) A transitional cost accounting pe-
riod other than a year shall be used
whenever a change of fiscal year oc-
curs.

(4) Where a contractor’s cost ac-
counting period is different from the
reporting period used for Federal in-
come tax reporting purposes, the latter
may be used for such reporting.

(b) A contractor shall follow con-
sistent practices in his selection of the
cost accounting period or periods in
which any types of expense and any
types of adjustment to expense (includ-
ing prior-period adjustments) are accu-
mulated and allocated.

(c) The same cost accounting period
shall be used for accumulating costs in
an indirect cost pool as for establishing
its allocation base, except that the
contracting parties may agree to use a
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different period for establishing an al-
location base as provided in 9904.406—
50(e).

[67 FR 14153, Apr. 17, 1992; 57 FR 34167, Aug.
3, 1992]

9904.406-50 Techniques
tion.

(a) The cost of an indirect function
which exists for only a part of a cost
accounting period may be allocated on
the basis of data for that part of the
cost accounting period if the cost is:

(1) Material in amount,

(2) Accumulated in a separate indi-
rect cost pool, and

(3) Allocated on the basis of an appro-
priate direct measure of the activity or
output of the function during that part
of the period.

(b) The practices required by 9904.406—
40(b) of this Standard shall include ap-
propriate practices for deferrals, accru-
als, and other adjustments to be used
in identifying the cost accounting peri-
ods among which any types of expense
and any types of adjustment to expense
are distributed. If an expense, such as
taxes, insurance or employee leave, is
identified with a fixed, recurring, an-
nual period which is different from the
contractor’s cost accounting period,
the Standard permits continued use of
that different period. Such expenses
shall be distributed to cost accounting
periods in accordance with the contrac-
tor’s established practices for accruals,
deferrals, and other adjustments.

(c) Indirect cost allocation rates,
based on estimates, which are used for
the purpose of expediting the closing of
contracts which are terminated or
completed prior to the end of a cost ac-
counting period need not be those fi-
nally determined or negotiated for that
cost accounting period. They shall,
however, be developed to represent a
full cost accounting period, except as
provided in paragraph (a) of this sub-
section.

(d) A contractor may, upon mutual
agreement with the Government, use
as his cost accounting period a fixed
annual period other than his fiscal
year, if the use of such a period is an
established practice of the contractor
and is consistently used for managing
and controlling the business, and ap-
propriate accruals, deferrals or other

for applica-
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adjustments are made with respect to
such annual periods.

(e) The contracting parties may
agree to use an annual period which
does not coincide precisely with the
cost accounting period for developing
the data used in establishing an alloca-
tion base: Provided,

(1) The practice is necessary to ob-
tain significant administrative conven-
ience,

(2) The practice is consistently fol-
lowed by the contractor,

(3) The annual period used is rep-
resentative of the activity of the cost
accounting period for which the indi-
rect costs to be allocated are accumu-
lated, and

(4) The practice can reasonably be es-
timated to provide a distribution to
cost objectives of the cost accounting
period not materially different from
that which otherwise would be ob-
tained.

(f) When a transitional cost account-
ing period is required under the provi-
sions of 9904.406-40(a)(3), the contractor
may select any one of the following:

(1) The period, less than a year in
length, extending from the end of his
previous cost accounting period to the
beginning of his next regular cost ac-
counting period,

(2) A period in excess of a year, but
not longer than 15 months, obtained by
combining the period described in para-
graph (f)(1) of this subsection with the
previous cost accounting period, or

(3) A period in excess of a year, but
not longer than 15 months, obtained by
combining the period described in para-
graph (f)(1) of this subsection with the
next regular cost accounting period.

A change in the contractor’s cost ac-
counting period is a change in account-
ing practices for which an adjustment
in the contract price may be required
in accordance with paragraph (a)(4) (ii)
or (iii) of the contract clause set out at
9903.201-4(a).

9904.406-60 Illustrations.

(a) A contractor allocates general
management expenses on the basis of
total cost input. In a proposal for a
covered mnegotiated fixed-price con-
tract, he estimates the allocable ex-
penses based solely on the estimated
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amount of the general management ex-
pense pool and the amount of the total
cost input base estimated to be in-
curred during the 8 months in which
performance is scheduled to be com-
menced and completed. Such a pro-
posal would be in violation of the re-
quirements of this Standard that the
calculation of the amounts of both the
indirect cost pools and the allocation
bases be based on the contractor’s cost
accounting period.

(b) A contractor whose cost account-
ing period is the calendar year, installs
a computer service center to begin op-
erations on May 1. The operating ex-
pense related to the new service center
is expected to be material in amount,
will be accumulated in a separate indi-
rect cost pool, and will be allocated to
the benefiting cost objectives on the
basis of measured usage. The total op-
erating expenses of the computer serv-
ice center for the 8-month part of the
cost accounting period may be allo-
cated to the benefiting cost objectives
of that same 8-month period.

(c) A contractor changes his fiscal
yvear from a calendar year to the 12-
month period ending May 31. For finan-
cial reporting purposes, he has a 5-
month transitional ‘‘fiscal year.” The
same 5-month period must be used as
the transitional cost accounting pe-
riod; it may not be combined as pro-
vided in 9904.406-50(f), because the tran-
sitional period would be longer than 15
months. The new fiscal year must be
adopted thereafter as his regular cost
accounting period. The change in his
cost accounting period is a change in
accounting practices; adjustments of
the contract prices may thereafter be
required in accordance with paragraph
(a)(4) (ii) or (iii) of the contract clause
at 9903.201-4(a).

(d) Financial reports to stockholders
are made on a calendar year basis for
the entire contractor corporation.
However, the contracting segment does
all internal financial planning, budg-
eting, and internal reporting on the
basis of a ‘“‘model year.” The con-
tracting parties agree to use a ‘‘model
year’”’ and they agree to overhead rates
on the ‘“‘model year’ basis. They also
agree on a technique for prorating fis-
cal year assignment of corporate home
office expenses between model years.
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This practice
Standard.

(e) Most financial accounts and con-
tract cost records are maintained on
the basis of a fiscal year which ends
November 30 each year. However, em-
ployee vacation allowances are regu-
larly managed on the basis of a ‘‘vaca-
tion year” which ends September 30
each year. Vacation expenses are esti-
mated uniformly during each ‘‘vaca-
tion year.” Adjustments are made each
October to adjust the accrued liability
to actual, and the estimating rates are
modified to the extent deemed appro-
priate. This use of a separate annual
period for determining the amounts of
vacation expense is permitted under
9904.406-50(b).

9904.406-61 Interpretation.

(a) Questions have arisen as to the al-
location and period cost assignment of
certain contract costs (primarily under
defense contracts and subcontracts).
This section deals primarily with the
assignment of restructuring costs to
cost accounting periods. In essence, it
clarifies whether restructuring costs
are to be treated as an expense of the
current period or as a deferred charge
that is subsequently amortized over fu-
ture periods.

(b) Restructuring costs as used in this
Interpretation means costs that are in-
curred after an entity decides to make
a significant nonrecurring change in
its business operations or structure in
order to reduce overall cost levels in
future periods through work force re-
ductions, the elimination of selected
operations, functions or activities, and/
or the combination of ongoing oper-
ations, including plant relocations. Re-
structuring activities do not include
ongoing routine changes an entity
makes in its business operations or or-
ganizational structure. Restructuring
costs are comprised both of direct and
indirect costs associated with con-
tractor restructuring activities taken
after a business combination is effected
or after a decision is made to execute a
significant restructuring event not re-
lated to a business combination. Typ-
ical categories of costs that have been
included in the past and may be consid-
ered in the future as restructuring
charges include severance pay, early

is permitted by the
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retirement incentives, retraining, em-
ployee relocation, lease cancellation,
asset disposition and write-offs, and re-
location and rearrangement of plant
and equipment. Restructuring costs do
not include the cost of such activities
when they do not relate either to busi-
ness combinations or to other signifi-
cant nonrecurring restructuring deci-
sions.

(c) The costs of betterments or im-
provements of capital assets that re-
sult from restructuring activities shall
be capitalized and depreciated in ac-
cordance with the provisions of 9904.404
and 9904.409.

(d) When a procuring agency imposes
a net savings requirement for the pay-
ment of restructuring costs, the con-
tractor shall submit data specifying

(1) The estimated restructuring costs
by period,

(2) The estimated restructuring sav-
ings by period (if applicable), and

(3) The cost accounting practices by
which such costs shall be allocated to
cost objectives.

(e) Contractor restructuring costs de-
fined pursuant to this section may be
accumulated as deferred cost, and sub-
sequently amortized, over a period dur-
ing which the benefits of restructuring
are expected to accrue. However, a con-
tractor proposal to expense restruc-
turing costs for a specific event in a
current period is also acceptable when
the Contracting Officer agrees that
such treatment will result in a more
equitable assignment of costs in the
circumstances.

(f) If a contractor incurs restruc-
turing costs but does not have an es-
tablished or disclosed cost accounting
practice covering such costs, the defer-
ral of such restructuring costs may be
treated as the initial adoption of a cost
accounting practice (see 9903.302-2(a)).
If a contractor incurs restructuring
costs but does have an existing estab-
lished or disclosed cost accounting
practice that does not provide for de-
ferring such costs, any resulting
change in cost accounting practice to
defer such costs may be presumed to be
desirable and not detrimental to the
interests of the Government (see
9903.201-6). Changes in cost accounting
practices for restructuring costs shall
be subject to disclosure statement revi-
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sion requirements (see 9903.202-3), if ap-
plicable.

(g) Business changes giving rise to re-
structuring costs may result in
changes in cost accounting practice
(see 9903.302). If a contract price or cost
allowance is affected by such changes
in cost accounting practice, adjust-
ments shall be made in accordance
with subparagraph (a)(4) of the CAS
clause (see 9903.201-4(a)(2), 9903.201-
4(c)(2) and 9903.201-4(e)(2)).

(h) The amortization period for de-
ferred restructuring costs shall not ex-
ceed five years. The straight-line meth-
od of amortization should normally be
used, unless another method results in
a more appropriate matching of cost to
expected benefits.

(i) Restructuring costs that are de-
ferred shall not be included in the com-
putation to determine facilities capital
cost of money (see 9904.414). Specifi-
cally, deferred charges are not tangible
or intangible capital assets and there-
fore are excluded from the facilities
capital values for the computation of
facilities capital cost of money.

(j) Restructuring costs incurred at a
home office level shall be treated in ac-
cordance with the provisions of
9904.403. Restructuring costs incurred
at the segment level that benefit more
than one segment should be allocated
to the home office and treated as home
office expense pursuant to 9904.403. Re-
structuring costs incurred at the seg-
ment level that benefit only that seg-
ment shall be treated in accordance
with the provisions of 9904.418. If one or
more indirect cost pools do not comply
with the homogeneity requirements of
9904.418 due to the inclusion of the
costs of restructuring activities, then
the restructuring costs shall be accu-
mulated in indirect cost pools that are
distinct from the contractor’s ongoing
indirect cost pools.

(k) This section is applicable to con-
tractor ‘‘restructuring costs’ paid or
approved on or after August 15, 1994.

[62 FR 31308, June 6, 1997]

9904.406-62 Exemption.
None for this Standard.

9904.406-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
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covered contracts with full coverage
shall continue this Standard’s applica-
bility upon receipt of a contract to
which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s next full fiscal year begin-
ning after the receipt of a contract to
which this Standard is applicable.

9904.407 Use of standard costs for di-
rect material and direct labor.

9904.407-10 [Reserved]

9904.407-20 Purpose.

(a) The purpose of this Cost Account-
ing Standard is to provide criteria
under which standard costs may be
used for estimating, accumulating, and
reporting costs of direct material and
direct labor; and to provide criteria re-
lating to the establishment of stand-
ards, accumulation of standard costs,
and accumulation and disposition of
variances from standard costs. Con-
sistent application of these -criteria
where standard costs are in use will
improve cost measurement and cost as-
signment.

(b) This Cost Accounting Standard is
not intended to cover the use of pre-es-
tablished measures solely for esti-
mating.

9904.407-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this chapter 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection requires otherwise.

(1) Labor cost at standard means a pre-
established measure of the labor ele-
ment of cost, computed by multiplying
labor-rate standard by labor-time
standard.

(2) Labor-rate standard means a pre-
established measure, expressed in mon-
etary terms, of the price of labor.

(3) Labor-time standard means a pre-
established measure, expressed in tem-
poral terms, of the quantity of labor.

(4) Material cost at standard means a
pre-established measure of the mate-
rial element of cost, computed by mul-
tiplying material-price standard by
material-quantity standard.
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(5) Material-price standard means a
pre-established measure, expressed in
monetary terms, of the price of mate-
rial.

(6) Material-quantity standard means a
pre-established measure, expressed in
physical terms, of the quantity of ma-
terial.

(7T) Production unit means a grouping
of activities which either uses homo-
geneous inputs of direct material and
direct labor or yields homogeneous
outputs such that the costs or statis-
tics related to these homogeneous in-
puts or outputs are appropriate as
bases for allocating variances.

(8) Standard cost means any cost com-
puted with the use of pre-established
measures.

(9) Variance means the difference be-
tween a pre-established measure and an
actual measure.

(b) The following modifications of
terms defined elsewhere in this Chapter
99 are applicable to this Standard:

(1) Actual cost. An amount deter-
mined on the basis of cost incurred.

(2) [Reserved]

9904.407-40 Fundamental
ment.

require-

Standard costs may be used for esti-
mating, accumulating, and reporting
costs of direct material and direct
labor only when all of the following
criteria are met:

(a) Standard costs are entered into
the books of account.

(b) Standard costs and related
variances are appropriately accounted
for at the level of the production unit.

(c) Practices with respect to the set-
ting and revising of standards, use of
standard costs, and disposition of
variances are stated in writing and are
consistently followed.

9904.407-50 Techniques
tion.

for applica-

(a)(1) A contractor’s written state-
ment of practices with respect to
standards shall include the bases and
criteria (such as engineering studies,
experience, or other supporting data)
used in setting and revising standards;
the period during which standards are
to remain effective; the level (such as
ideal or realistic) at which material-
quantity standards and labor-time
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standards are set; and conditions (such
as those expected to prevail at the be-
ginning of a period) which material-
price standards and labor-rate stand-
ards are designed to reflect.

(2) Where only either the material
price or material quantity is set at
standard, with the other component
stated at actual, the result of the mul-
tiplication shall be treated as material
cost at standard. Similarly, where only
either the labor rate or labor time is
set at standard, with the other compo-
nent stated at actual, the result of the
multiplication shall be treated as labor
cost at standard.

(3) A labor-rate standard may be set
to cover a category of direct labor only
if the functions performed within that
category are not materially disparate
and the employees involved are inter-
changeable with respect to the func-
tions performed.

(4) A labor-rate standard may be set
to cover a group of direct labor work-
ers who perform disparate functions
only under either one of the following
conditions:

(i) Where that group of workers all
work in a single production unit yield-
ing homogeneous outputs (in this case,
the same labor-rate standard shall be
applied to each worker in that group).

(ii) Where that group of workers, in
the performance of their respective
functions, forms an integral team (in
this case, a labor-rate standard shall be
set for each integral team).

(b)(1) Material-price standards may
be used and their related variances
may be recognized either at the time
purchases of material are entered into
the books of account, or at the time
material cost is allocated to produc-
tion units.

(2) Where material-price standards
are used and related variances are rec-
ognized at the time purchases of mate-
rial are entered into the books of ac-
count, they shall be accumulated sepa-
rately by homogeneous groupings of
material. Examples of homogeneous
groupings of material are:

(i) Where prices of all items in that
grouping of material are expected to
fluctuate in the same direction and at
substantially the same rate, or

(ii) Where items in that grouping of
material are held for use in a single
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production unit yielding homogeneous
outputs.

(3) Where material-price variances
are recognized at the time purchases of
material are entered into the books of
account, variances of each homo-
geneous grouping of material shall be
allocated (except as provided in para-
graph (b)(4) of this subsection), at least
annually, to items in purchased-items
inventory and to production units re-
ceiving items from that homogeneous
grouping of material, in accordance
with either one of the following prac-
tices, which shall be consistently fol-
lowed:

(i) Items in purchased-items inven-
tory of a homogeneous grouping of ma-
terial are adjusted from standard cost
to actual cost; the balance of the mate-
rial-price variance, after reflecting
these adjustments, shall be allocated
to production units on the basis of the
total of standard cost of material re-
ceived from that homogeneous group-
ing of material by each of the produc-
tion units; or

(i1) Items, at standard cost, in pur-
chased-items inventory of a homo-
geneous grouping of material, are
treated, collectively, as a production
unit; the material-price variance shall
be allocated to production units on the
basis of standard cost of material re-
ceived from that homogeneous group-
ing of material by each of the produc-
tion units.

(4) Where material-price variances
are recognized at the time purchases of
material are entered into the books of
account, variances of each homo-
geneous grouping of material which are
insignificant may be included in appro-
priate indirect cost pools for allocation
to applicable cost objectives.

(5) Where a material-price variance is
allocated to a production unit in ac-
cordance with paragraph (b)(3) of this
subsection, it may be combined with
material-quantity variance into one
material-cost variance for that produc-
tion unit. A separate material-cost
variance shall be accumulated for each
production unit.

(6) Where material-price variances
are recognized at the time material
cost is allocated to production units,
these variances and material-quantity
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variances may be combined into one
material-cost variance account.

(c) Labor-cost variances shall be rec-
ognized at the time labor cost is intro-
duced into production units. Labor-
rate variances and labor-time
variances may be combined into omne
labor-cost variance account. A separate
labor-cost variance shall be accumu-
lated for each production unit.

(d) A contractor’s established prac-
tice with respect to the disposition of
variances accumulated by production
unit shall be in accordance with one of
the following subparagraphs:

(1) Variances are allocated to cost ob-
jectives (including ending in-process
inventory) at least annually. Where a
variance related to material is allo-
cated, the allocation shall be on the
basis of the material cost at standard,
or, where outputs are homogeneous, on
the basis of units of output. Similarly,
where a variance related to labor is al-
located, the allocation shall be on the
basis of the labor cost at standard or
labor hours at standard or, where out-
puts are homogeneous, on the basis of
units of output; or

(2) Variances which are immaterial
may be included in appropriate indi-
rect cost pools for allocation to appli-
cable cost objectives.

(e) Where variances applicable to
covered contracts are allocated by
memorandum worksheet adjustments
rather than in the books of account,
the bases used for adjustment shall be
in accordance with those stated in
paragraph (b)(3) and paragraph (d) of
this subsection.

9904.407-60 Illustrations.

(a) Contractor A’s written practice is
to set his material-price standard for
an item on the basis of average pur-
chase prices expected to prevail during
the calendar year. For that item whose
usage from month to month is stable, a
purchase contract is generally signed
on May 1 of each year for a 1-year com-
mitment. The current purchase con-
tract calls for a purchase price of $3 per
pound; an increase of 5 percent, or 15¢
per pound, has been announced by the
vendor when the new purchase contract
comes into effect next May. Contractor
A sets his material-price standard for
this item at $3.10 per pound for the
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year ([$3.00 x 4 + $3.15 x 8] + 12). Since
Contractor A sets his material-price
standard in accordance with his writ-
ten practice, he complies with provi-
sions of 9904.407-40(c) of this Cost Ac-
counting Standard.

(b) Contractor B accumulates, in one
account, labor cost at standard for a
department in which several categories
of direct labor of disparate functions,
in different combinations, are used in
the manufacture of various dissimilar
outputs of the department. Contractor
B’s department is not a production
unit as defined in 9904.407-30(a)(7) of
this Cost Accounting Standard. Modi-
fying his practice so as to comply with
the definition of production unit in
9904.407-30(a)(7), he could accumulate
the standard costs and variances sepa-
rately,

(1) For each of the several categories
of direct labor, or

(2) For each of several subdepart-
ments, with homogeneous output for
each of the subdepartments.

(c) Contractor C allocates variances
at the end of each month. During the
month of March, a production unit has
accumulated the following data with
respect to labor:

Labor Labor Labor
hours at | dollars at | cost vari-
standard | standard ance

Balance, March 1 ... 5,000 $25,000 $2,000

Additions in March 15,000 75,000 5,000
Total ..o 20,000 100,000 7,000

Transfers-out in March .. 8,000 40,000

Balance, March 31 ........ 12,000 60,000

Using labor hours at standard as the
base, Contractor C establishes a labor-
cost variance rate of $.35 per standard
labor hour ($7,000 + 20,000), and deducts
$2,800 ($.35 x 8,000) from the labor-cost
variance account, leaving a balance of
$4,200 ($7,000—3$2,800). Contractor C’s
practice complies with provisions of
9904.407-50(d)(1) of this Cost Accounting
Standard.

(d) Contractor D, who uses materials
the prices of which are expected to
fluctuate at different rates, recognizes
material-price variances at the time
purchases of material are entered into
the books of account. He maintains one
purchase-price variance account for
the whole plant. Purchased items are
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requisitioned by various production
units in the plant. Since prices of ma-
terial are expected to fluctuate at dif-
ferent rates, this plant-wide grouping
does not constitute a homogeneous
grouping of material. Contractor D’s
practice does not comply with provi-
sions of 9904.407-50(b)(2) of this Cost Ac-
counting Standard. However, if he
would maintain several purchased-
items inventory accounts, each rep-
resenting a homogeneous grouping of
material, and maintain a material-
price variance account for each of
these homogeneous groupings of mate-
rial, Contractor D’s practice would
comply with 9904.407-50(b)(2) of this
Cost Accounting Standard.

(e)(1) Contractor E recognizes mate-
rial-price variances at the time pur-
chases of material are entered into the
books of account and allocates
variances at the end of each month.
During the month of May, a homo-
geneous grouping of material has accu-
mulated the following data:

Material Material
cost at price vari-
standard ance
Inventory, May 1 $150,000 $20,000
Additions in May 1,850,000 120,000
Total 2,000,000 140,000
Requisitions:
Production Unit 1 ... 900,000
Production Unit 2 ... 450,000
Production Unit 3 ... 300,000
Production Unit 4 ... 150,000
Inventory, May 31 ....... 200,000 | .cooveieieins

(2) Contractor E establishes a mate-
rial-price variance rate of 7% ($140,000 +
$2,000,000) and allocates as follows:

. Material Material
l\gg;?r:tll price vari- | price vari-
standard ance rate | ance allo-

(%) cation
Production Unit 1 $900,000 7 $63,000
Production Unit 2 450,000 7 31,500
Production Unit 3 300,000 7 21,000
Production Unit 4 ....... 150,000 7 10,500
Ending inventory of
homogeneous
grouping of material 200,000 7 14,000
Total coovvereeeenn 2,000,000 | .oovvoienn 140,000

Contractor E’s practice complies with
provisions of 9904.407-50(b)(3)(ii) of this
Cost Accounting Standard.

(f)(1) Contractor F makes year-end
adjustments for variances attributable
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to covered contracts. During the year
just ended, a covered contract was
processed in four production units,
each with homogeneous outputs. Data
with respect to output and to labor of
each of the four production units are as
follows:

Total
unltg Total
Total use Total
Production unit | units of bgot\?_e ctljilt)g;t labor-cost
output variance
ered standard
con-
tract
1. 100,000 | 10,000 | $400,000 | $20,000
2 30,000 6,000 900,000 30,000
3 20,000 5,000 600,000 10,000
4. 10,000 4,000 500,000 20,000

(2) Since the outputs of each produc-
tion unit are homogeneous, Contractor
F uses the units of output as the basis
of making memorandum worksheet ad-

justments concerning applicable
variances, and establishes the fol-
lowing figures:
Labor-
nggtr' Units cost vari-
vari- used by ance at-
ance the cov- | tributable
per unit ered con- to the
of unit tract covered
contract
Production Unit 1 .... $0.20 10,000 $2,000
Production Unit 2 1.00 6.000 6.000
Production Unit 3 .50 5,000 2,500
Production Unit 4 .... 2.00 4,000 8,000
Total labor-cost vari-
ance attributable to
the covered contract | ........... | ccceceeciienne 18,500

(3) Contractor F makes a year-end
adjustment of $18,500 as the labor-cost
variances attributable to the covered
contract. Contractor F’s practice com-
plies with provisions of 9904.407-50(e) of
this Cost Accounting Standard.

[67 FR 14153, Apr. 17, 1992; 57 FR 34167, Aug.
3, 1992]
9904.407-61 Interpretation. [Reserved]

9904.407-62 Exemption.
None for this Standard.

9904.407-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
covered contracts with full coverage
shall continue this Standard’s applica-
bility upon receipt of a contract to
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which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s next full fiscal year begin-
ning after the receipt of a contract to
which this Standard is applicable.

9904.408 Accounting for costs of com-
pensated personal absence.

9904.408-10 [Reserved]

9904.408-20 Purpose.

The purpose of this Standard is to
improve, and provide uniformity in,
the measurement of costs of vacation,
sick leave, holiday, and other com-
pensated personal absence for a cost
accounting period, and thereby in-
crease the probability that the meas-
ured costs are allocated to the proper
cost objectives.

9904.408-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Compensated personal absence
means any absence from work for rea-
sons such as illness, vacation, holidays,
jury duty or military training, or per-
sonal activities, for which an employer
pays compensation directly to an em-
ployee in accordance with a plan or
custom of the employer.

(2) Entitlement means an employee’s
right, whether conditional or uncondi-
tional, to receive a determinable
amount of compensated personal ab-
sence, or pay in lieu thereof.

(b) The following modifications of
terms defined elsewhere in this Chapter
99 are applicable to this Standard:
None.

9904.408-40 Fundamental
ment.

(a) The costs of compensated per-
sonal absence shall be assigned to the
cost accounting period or periods in
which the entitlement was earned.

(b) The costs of compensated per-
sonal absence for an entire cost ac-
counting period shall be allocated pro-

require-
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rata on an annual basis among the
final cost objectives of that period.

9904.408-50 Techniques
tion.

for applica-

(a) Determinations. Each plan or cus-
tom for compensated personal absence
shall be considered separately in deter-
mining when entitlement is earned. If a
plan or custom is changed or a new
plan or custom is adopted, then a new
determination shall be made beginning
with the first cost accounting period to
which such new or changed plan or cus-
tom applies.

(b) Measurement of entitlement. (1) For
purposes of compliance with 9904.408—
40(a), compensated personal absence is
earned at the same time and in the
same amount as the employer becomes
liable to compensate the employee for
such absence if the employer termi-
nates the employee’s employment for
lack of work or other reasons not in-
volving disciplinary action, in accord-
ance with a plan or custom of the em-
ployer. Where a new employee must
complete a probationary period before
the employer becomes liable, the em-
ployer may nonetheless treat such
service as creating entitlement in any
computations required by this Stand-
ard, provided that he does so consist-
ently.

(2) Where a plan or custom provides
for entitlement to be determined as of
the first calendar day or the first busi-
ness day of a cost accounting period
based on service in the preceding cost
accounting period, the entitlement
shall be considered to have been
earned, and the employer’s liability to
have arisen, as of the close of the pre-
ceding cost accounting period.

(3) In the absence of a determinable
liability, in accordance with paragraph
(b)(1) of this subsection, compensated
personal absence will be considered to
be earned only in the cost accounting
period in which it is paid.

(c) Determination of employer’s liabil-
ity. In computing the cost of com-
pensated personal absence, the com-
putation shall give effect to the em-
ployer’s liability in accordance with
the following paragraphs:

(1) The estimated liability shall in-
clude all earned entitlement to com-
pensated personal absence which exists
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at the time the liability is determined,
in accordance with paragraph (b) of
this subsection.

(2) The estimated liability shall be
reduced to allow for anticipated non-
utilization, if material.

(3) The liability shall be estimated
consistently either in terms of current
or of anticipated wage rates. Estimates
may be made with respect to individual
employees, but such individual esti-
mates shall not be required if the total
cost with respect to all employees in
the plan can be estimated with reason-
able accuracy by the use of sample
data, experience or other appropriate
means.

(d) Adjustments. (1) The estimate of
the employer’s liability for com-
pensated personal absence at the begin-
ning of the first cost accounting period
for which a contractor must comply
with this standard shall be based on
the contractor’s plan or custom appli-
cable to that period, notwithstanding
that some part of that liability has not
previously been recognized for contract
costing purposes. Any excess of the
amount of the liability as determined
in accordance with paragraph (c) of
this subsection over the corresponding
amount of the liability as determined
in accordance with the contractor’s
previous practice shall be held in sus-
pense and accounted for as described in
subparagraph (d)(3) of this subsection.

(2) If a plan or custom is changed or
a new plan or custom is adopted, and
the new determination made in accord-
ance with paragraph (a) of this sub-
section results in an increase in the es-
timate of the employer’s liability for
compensated personal absence at the
beginning of the first cost accounting
period for which the new plan is effec-
tive over the estimate made in accord-
ance with the contractor’s prior prac-
tice, then the amount of such increase
shall be held in suspense and accounted
for as described in paragraph (d)(3) of
this subsection.

(3) At the close of each cost account-
ing period, the amount held in suspense
shall be reduced by the excess of the
amount held in suspense at the begin-
ning of the cost accounting period over
the employer’s liability (as estimated
in accordance with paragraph (c) of
this subsection) at the end of that cost
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accounting period. The cost of com-
pensated personal absence assigned to
that cost accounting period shall be in-
creased by the amount of the excess.

(e) Allocations. Except where the use
of a longer or shorter period is per-
mitted by the provisions of the Cost
Accounting Standard on Cost Account-
ing Period (9904.406), the cost of com-
pensated personal absence shall be al-
located to cost objectives on a pro-rata
basis which reflects the total of such
costs and the total of the allocation
base for the entire cost accounting pe-
riod. However, this provision shall not
preclude revisions to an allocation rate
during a cost accounting period based
on revised estimates of period totals.

9904.408-60 Illustrations.

(a) Company A’s vacation plan pro-
vides that on the anniversary of each
employee’s hiring date, that employee
shall become eligible to receive a 2-
week vacation with pay. Vacation enti-
tlement must be used within 2 years or
forfeited. An employee who leaves the
company voluntarily will be paid for
any remaining unused vacation entitle-
ment which was earned through the
employee’s last anniversary date. An
employee who is laid off for lack of
work will also be paid a pro-rata vaca-
tion allowance for service since the
employee’s last anniversary date. Com-
pany A accrues vacation costs each
month based on an estimate of the an-
niversary years which will be com-
pleted in that month. At the end of its
cost accounting period, Company A ad-
justs its estimated liability to agree
with its actual liability for completed
yvears of service on an individual em-
ployee basis.

(1) In order to comply with 9904.408-
50(c), Company A must increase its es-
timated liability for vacation pay at
all times to include the estimated addi-
tional amount which would be payable
to employees in the event of layoff.
The additional liability may be cal-
culated on an individual employee
basis or it may be estimated for the
employees as a group by the use of
sample or historical data.

(2) The following illustrates one
method of estimating Company A’s li-
ability at the end of its cost account-
ing period, December 31, with respect
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to individual employees, in accordance
with 9904.408-50(c).
John Doe, Anniversary date July 10:

Unused entitlement resulting
from completed service years,
24 hrs. at $56 ..ooiiiiiiiii $120
Full months of service since an-
niversary, b:
Pro-rata entitlement on lay-
off = 80 hrs. x 5/12 = 33.3 hrs.
ab 15 i 167
Total ..oooevveniiiiiiiiiiiienns 287
Less estimated allowance for
forfeitures, 3% percent ....... 10
Net 1iability .....ccocceveenneen 277

(b) Company B has a vacation plan
similar to Company A’s, but Company
B does not pay pro-rata vacation pay
on lay-off for service since the last an-
niversary date. Company B must in-
clude in its estimate of its liability at
the end of its cost accounting period
only that unused vacation entitlement
which results from completed years of
service, with allowance for forfeitures
if material.

(c) Company C’s sick leave plan pro-
vides that an employee will accumu-
late one-half day of sick leave entitle-
ment for each full month of service.
Sick leave entitlement may be accu-
mulated without limit, but an em-
ployee is paid for sick leave only dur-
ing actual illness; the Company does
not pay for unused sick leave on lay-
off. Despite the fact that Company C
might be able to estimate the amount
which will be paid for sick leave in a
future cost accounting period with a
high degree of accuracy, it has no li-
ability for payment for unused sick
leave entitlement in the event of lay-
off. Therefore, in accordance with
9904.408-50(b)(3), it must assign to each
cost accounting period only the costs
of sick leave which it pays in that pe-
riod.

(d) Company D’s vacation plan pro-
vides that on July 1, each employee
who has been employed by the Com-
pany for at least 1 year shall be enti-
tled to 2 weeks of vacation. All vaca-
tion must be taken between July 1 and
September 30. An employee who termi-
nates after September 30 and before
July 1 receives no vacation pay. Com-
pany D has a cost accounting period
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which ends on December 31; however
Company D customarily accrues its an-
ticipated liability for vacation pay at
July 1 in 12 equal installments over the
“vacation year’ starting on July 1 of
the previous year and ending on June
30 of the current year. Company D has
no liability for vacation pay at Janu-
ary 1 or at December 31. In accordance
with 9904.408-50(b)(3), the amount of va-
cation cost which Company D must as-
sign to each cost accounting period is
the amount of such costs paid in that
period. Therefore, Company D may not
use the ‘‘vacation year’’ ending June 30
to apportion these costs between cost
accounting periods.

(e) Company E’s cost accounting pe-
riod ends on December 31. Its vacation
plan provides that on January 1, each
employee who has been employed for at
least 1 year shall become entitled to 2
weeks of vacation. The Company does
not recognize a liability for vacation
pay at December 31 because an em-
ployee must be employed on January 1
to be eligible.

(1) Despite the requirement that the
employee also be employed on January
1, the necessary service was completed
in the preceding cost accounting pe-
riod. If the other terms of the plan are
such that in accordance with this
Standard, Company E must recognize
its vacation costs on the accrual basis,
then in accordance with 9904.408—
50(b)(2), Company E must estimate its
vacation costs as if the liability arose
on December 31 rather than on the fol-
lowing January 1.

(2) Assume that Company E must
comply with this Standard beginning
on January 1, 1976. Assume that the
employees of Company E earned $90,000
in vacation pay in 1975, all of which
will be taken in 1976. Assume, further,
that because of reduced employment
levels, the employees of Company E
will earn only $80,000 in vacation pay in
1976, $5,000 of which will be paid in 1976
because of layoffs. The following exam-
ple illustrates the computation of va-
cation pay costs for Company E in 1976:

1976 beginning liability:

With Standard (9904.408—
S50(A)(A)) eerviiiiiii $90,000

Without Standard ..................... 0
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Amount to be held in sus-

pense (9904.408-50(d)(1)) .... 90,000
1976 ending liability ..........ccoocieeens 75,000
Plus: Paid in 1976 .......ccoeeenviinniennenns 95,000
Subtotal .....coeeiiiiiiiiiiin 170,000
Less: 1976 beginning liability ......... 90,000
1976 vacation cost, basic
amount ........cooeeeiiiiiiininn. 80,000
Amount in suspense at beginning
OF 1976 .eeeeeieie e 90,000
Less: 1976 ending liability .............. 75,000
Suspense to be ritten off in
1976; additional 1976 vaca-
tion cost (9904.408-50(d)(3)) 15,000
1976 basic vacation cost .................. 80,000
Plus: 1976 reduction of suspense ..... 15,000
1976 total vacation cost ...... 95,000

(3) Assume, further, that all of the
vacation entitlement which remained
at December 31, 1976 ($75,000), is taken
in 1977. Also, Company E hires a sub-
stantial number of additional employ-
ees in 1977, so that the amount of vaca-
tion entitlement earned in 1977 is
$85,000. The following example illus-
trates the computation of vacation pay
costs for Company E in 1977:

1977 ending liability .......cc.ccoeeeenienns $85,000
Plus: Paid in 1977 ...oooiiiiiiiniiaeans 75,000
Subtotal .....coeeiiiiiiiiiiiin 160,000
Less: 1977 beginning liability 75,000
1977 vacation cost, basic
amount ......coooceeviiiiiiniinnn, 85,000
Amount in suspense at beginning
Oof 1977 (NOte 1) .ovvvniiiniiiniiiiieiieennes 75,000
1977 ending liability (Note 1) .......... 85,000
1977 basic vacation cost .................. 85,000
Plus: reduction of suspense (Note 1) 0
1977 total vacation cost ...... 85,000

NOTE 1. Because the 1977 ending liability
exceeds the amount in suspense at the begin-
ning of 1977, there is no reduction of suspense
in 1977.

(4) Assume further, that Company E
goes out of business in 1978. All em-
ployees are terminated and paid both
for the $85,000 vacation liability at the
end of 1977 and an additional $40,000
earned in 1978. The following example
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illustrates the computation of vacation
pay costs for Company E in 1978:

1978 ending liability .................... 0

Plus: Paid in 1978 .......ccooceviiniennes $125,000
Subtotal ......c...eeeeenns 125,000
Less: 1978 beginning liability 85,000
1978 vacation cost, basic
amount ......c...ceeeeeiienni. 40,000
Amount in suspense at beginning
Of 1978 i 75,000
Less: 1978 ending liability 0
Suspense to be written off
in 1978; additional 1978
vacation cost (9904.408-
50(A)(B) vevvneiineeiieiiieeinenn 75,000
1978 basic vacation cost ............... 40,000
Plus: 1978 reduction in suspense .. 75,000
1978 total vacation cost ... 115,000

(f) All of the salary costs of Company
F’s salaried employees are charged to
service, administrative, or overhead
functions. No accounting entries are
made to segregate costs of com-
pensated personal absence of these em-
ployees from their other salary costs,
although other records are maintained
to control the total amount of such ab-
sences.

(1) This policy does not violate the
requirement of 9904.408-40(b) if such
salaries are charged to overhead or in-
direct cost pools for subsequent alloca-
tion to final cost objectives over annu-
ally determined allocation bases which
are appropriate for those pools.

(2) If the same policy were followed
in the case of engineers whose salaries
were directly allocated to two or more
final cost objectives, or to both inter-
mediate and final cost objectives, so
that costs of compensated personal ab-
sence were charged directly to the jobs
on which the individuals were working
when paid, then this would violate the
requirement of 9904.408-40(b) that these
costs be allocated among cost objec-
tives on the basis of the costs of the en-
tire cost accounting period. Only if all
salaries were directly allocated to a
single final cost objective, as might be
the case with personnel assigned to an
overseas base for the performance of a
single contract, would this practice be
in accord with that requirement.
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(g) Company G determines a ‘‘charg-
ing rate” for each employee. The
charging rate includes an allowance for
compensated personal absence based on
average experience. As the employee
performs services, the related cost ob-
jectives are charged for the services at
the charging rate, the employee is paid
at his base rate, and the excess is cred-
ited to the accrued liability for each
benefit. As benefits are paid, the costs
are charged against the accrued liabil-
ities. The amount of each accrued li-
ability is adjusted at the end of the
cost accounting period, and any dif-
ference is adjusted through appropriate
overhead accounts in accordance with
company policy.

(1) This method is not a violation of
9904.408-40(b) if it results in allocating
the estimated annual costs of com-
pensated personal absence at a rate
which reflects the anticipated costs of
the entire cost accounting period.

(2) The computation itself must com-
ply with the criteria of 9904.408-40(a).
For example, if the terms of the Com-
pany’s sick leave plan are such that in
accordance with this Standard, the
costs should be recognized in the cost
accounting period when they are paid,
then the computation should be in-
tended to amortize the expected costs
of sick leave over the activity of that
cost accounting period, leaving no ac-
crued liability for sick leave at the end
of the cost accounting period.

[67 FR 14153, Apr. 17, 1992; 57 FR 34167, Aug.
3, 1992]

9904.408-61 Interpretation. [Reserved]

9904.408-62 Exemption.

This Standard shall not apply to con-
tracts and grants with state, local, and
Federally recognized Indian Tribal
Governments.

9904.408-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
covered contracts with full coverage
shall continue this Standard’s applica-
bility upon receipt of a contract to
which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s next full fiscal year begin-
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ning after the receipt of a contract to
which this Standard is applicable.

9904.409 Cost accounting standard—
depreciation of tangible capital as-
sets.

9904.409-10 [Reserved]

9904.409-20 Purpose.

The purpose of this Standard is to
provide criteria and guidance for as-
signing costs of tangible capital assets
to cost accounting periods and for allo-
cating such costs in cost objectives
within such periods in an objective and
consistent manner. The Standard is
based on the concept that depreciation
costs identified with cost accounting
periods and benefiting cost objectives
within periods should be a reasonable
measure of the expiration of service po-
tential of the tangible assets subject to
depreciation. Adherence to this Stand-
ard should provide a systematic and ra-
tional flow of the costs of tangible cap-
ital assets to benefitted cost objectives
over the expected service lives of the
assets. This Standard does not cover
nonwasting assets or natural resources
which are subject to depletion.

9904.409-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this Chapter 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Residual value means the proceeds
(less removal and disposal costs, if any)
realized upon disposition of a tangible
capital asset. It usually is measured by
the net proceeds from the sale or other
disposition of the asset, or its fair
value if the asset is traded in on an-
other asset. The estimated residual
value is a current forecast of the resid-
ual value.

(2) Service life means the period of
usefulness of a tangible asset (or group
of assets) to its current owner. The pe-
riod may be expressed in units of time
or output. The estimated service life of
a tangible capital asset (or group of as-
sets) is a current forecast of its service
life and is the period over which depre-
ciation cost is to be assigned.
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(3) Tangible capital asset means an
asset that has physical substance,
more than minimal value, and is ex-
pected to be held by an enterprise for
continued use or possession beyond the
current accounting period for the serv-
ices it yields.

(b) The following modifications of
terms defined elsewhere in this Chapter
99 are applicable to this Standard:
None.

9904.409-40 Fundamental
ment.

require-

(a) The depreciable cost of a tangible
capital asset (or group of assets) shall
be assigned to cost accounting periods
in accordance with the following cri-
teria:

(1) The depreciable cost of a tangible
capital asset shall be its capitalized
cost less its estimated residual value.

(2) The estimated service life of a
tangible capital asset (or group of as-
sets) shall be used to determine the
cost accounting periods to which the
depreciable cost will be assigned.

(3) The method of depreciation se-
lected for assigning the depreciable
cost of a tangible capital asset (or
group of assets) to the cost accounting
periods representing its estimated serv-
ice life shall reflect the pattern of con-
sumption of services over the life of
the asset.

(4) The gain or loss which is recog-
nized upon disposition of a tangible
capital asset shall be assigned to the
cost accounting period in which the
disposition occurs.

(b) The annual depreciation cost of a
tangible capital asset (or group of as-
sets) shall be allocated to cost objec-
tives for which it provides service in
accordance with the following criteria:

(1) Depreciation cost may be charged
directly to cost objectives only if such
charges are made on the basis of usage
and only if depreciation costs of all
like assets used for similar purposes
are charged in the same manner.

(2) Where tangible capital assets are
part of, or function as, an organiza-
tional unit whose costs are charged to
other cost objectives based on measure-
ment of the services provided by the
organizational unit, the depreciation
cost of such assets shall be included as
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part of the cost of the organizational
unit.

(3) Depreciation costs which are not
allocated in accordance with paragraph
(b) (1) or (2) of this subsection, shall be
included in appropriate indirect cost
pools.

(4) The gain or loss which is recog-
nized upon disposition of a tangible
capital asset, where material in
amount, shall be allocated in the same
manner as the depreciation cost of the
asset has been or would have been allo-
cated for the cost accounting period in
which the disposition occurs. Where
such gain or loss is not material, the
amount may be included in an appro-
priate indirect cost pool.

9904.409-50 Techniques for

tion.

applica-

(a) Determination of the appropriate
depreciation charges involves esti-
mates both of service life and of the
likely pattern of consumption of serv-
ices in the cost accounting periods in-
cluded in such life. In selecting service
life estimates and in selecting depre-
ciation methods, many of the same
physical and economic factors should
be considered. The following are among
the factors which may be taken into
account: Quantity and quality of ex-
pected output, and the timing thereof;
costs of repair and maintenance, and
the timing thereof; standby or inci-
dental use and the timing thereof; and
technical or economic obsolescence of
the asset (or group of assets), or of the
product or service it is involved in pro-
ducing.

(b) Depreciation of a tangible capital
asset shall begin when the asset and
any others on which its effective use
depends are ready for use in a normal
or acceptable fashion. However, where
partial utilization of a tangible capital
asset is identified with a specific oper-
ation, depreciation shall commence on
any portion of the asset which is sub-
stantially completed and used for that
operation. Depreciable spare parts
which are required for the operation of
such tangible capital assets shall be ac-
counted for over the service life of the
assets.

(c) A consistent policy shall be fol-
lowed in determining the depreciable
cost to be assigned to the beginning
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and ending cost accounting periods of
asset use. The policy may provide for
any reasonable starting and ending
dates in computing the first and last
year depreciable cost.

(d) Tangible capital assets may be ac-
counted for by treating each individual
asset as an accounting unit, or by com-
bining two or more assets as a single
accounting unit, provided such treat-
ment is consistently applied over the
service life of the asset or group of as-
sets.

(e) Estimated service lives initially
established for tangible capital assets
(or groups of assets) shall be reasonable
approximations of their expected ac-
tual periods of usefulness, considering
the factors mentioned in paragraph (a)
of this subsection. The estimate of the
expected actual periods of usefulness
need not include the additional period
tangible capital assets are retained for
standby or incidental use where ade-
quate records are maintained which re-
flect the withdrawal from active use.

(1) The expected actual periods of
usefulness shall be those periods which
are supported by records of either past
retirement or, where available, with-
drawal from active use (and retention
for standby or incidental use) for like
assets (or groups of assets) used in
similar circumstances appropriately
modified for specifically identified fac-
tors expected to influence future lives.
The factors which can be used to mod-
ify past experience include:

(i) Changes in expected physical use-
fulness from that which has been expe-
rienced such as changes in the quantity
and quality of expected output.

(ii) Changes in expected economic
usefulness, such as changes in expected
technical or economic obsolescence of
the asset (or group of assets), or of the
product or service produced.

(2) Supporting records shall be main-
tained which are adequate to show the
age at retirement or, if the contractor
so chooses, at withdrawal from active
use (and retention for standby or inci-
dental use) for a sample of assets for
each significant category. Whether as-
sets are accounted for individually or
by groups, the basis for estimating
service life shall be predicated on sup-
porting records of experienced lives for
either individual assets or any reason-
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able grouping of assets as long as that
basis is consisently used. The burden
shall be on the contractor to justify es-
timated service lives which are shorter
than such experienced lives.

(3) The records required in subpara-
graphs (e) (1) and (2) of this subsection,
if not available on the date when the
requirements of this Standard must
first be followed by a contractor, shall
be developed from current and histor-
ical fixed asset records and be available
following the second fiscal year after
that date. They shall be used as a basis
for estimates of service lives of tan-
gible capital assets acquired there-
after. Estimated service lives used for
financial accounting purposes (or other
accounting purposes where deprecia-
tion is not recorded for financial ac-
counting purposes for some non-com-
mercial organizations), if not unrea-
sonable under the criteria specified in
paragraph (e) of this subsection, shall
be used until adequate supporting
records are available.

(4) Hstimated service lives for tan-
gible capital assets for which the con-
tractor has no available data or no
prior experience for similar assets shall
be established based on a projection of
the expected actual period of useful-
ness, but shall not be less than asset
guideline periods (mid-range) estab-
lished for asset guideline classes under
Internal Revenue Procedures which are
in effect as of the first day of the cost
accounting period in which the assets
are acquired. Use of this alternative
procedure shall cease as soon as the
contractor is able to develop estimates
which are appropriately supported by
his own experience.

(5) The contracting parties may agree
on the estimated service life of indi-
vidual tangible capital assets where
the unique purpose for which the equip-
ment was acquired or other special cir-
cumstances warrant a shorter esti-
mated service life than the life deter-
mined in accordance with the other
provisions of this 9904.409-50(e) and
where the shorter life can be reason-
ably predicted.

(f)(1) The method of depreciation
used for financial accounting purposes
(or other accounting purposes where
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depreciation is not recorded for finan-
cial accounting purposes) shall be used
for contract costing unless:

(i) Such method does not reasonably
reflect the expected consumption of
services for the tangible capital asset
(or group of assets) to which applied, or

(ii) The method is unacceptable for
Federal income tax purposes.

If the contractors’ method of deprecia-
tion used for financial accounting pur-
poses (or other accounting purposes as
provided above) does not reasonably re-
flect the expected consumption of serv-
ices or is unacceptable for Federal in-
come tax purposes, he shall establish a
method of depreciation for contract
costing which meets these criteria, in
accordance with subparagraph (f)(3) of
this subsection.

(2) After the date of initial applica-
bility of this Standard, selection of
methods of depreciation for newly ac-
quired tangible capital assets, which
are different from the methods cur-
rently being used for like assets in
similar circumstances, shall be sup-
ported by projections of the expected
consumption of services of those assets
(or groups of assets) to which the dif-
ferent methods of depreciation shall
apply. Support in accordance with
paragraph (f)(3) of this subsection shall
be based on the expected consumption
of services of either individual assets
or any reasonable grouping of assets as
long as the basis selected for grouping
assets is consistently used.

(3) The expected consumption of
asset services over the estimated serv-
ice life of a tangible capital asset (or
group of assets) is influenced by the
factors mentioned in paragraph (a) of
this subsection which affect either po-
tential activity or potential output of
the asset (or group of assets). These
factors may be measured by the ex-
pected activity or the expected phys-
ical output of the assets, as for exam-
ple: Hours of operation, number of op-
erations performed, number of units
produced, or number of miles traveled.
An acceptable surrogate for expected
activity or output might be a mone-
tary measure of that activity or output
generated by use of tangible capital as-
sets, such as estimated labor dollars,
total cost incurred or total revenues,
to the extent that such monetary
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measures can reasonably be related to
the usage of specific tangible capital
assets (or groups of assets). In the ab-
sence of reliable data for the measure-
ment or estimation of the consumption
of asset services by the techniques
mentioned, the expected consumption
of services may be represented by the
passage of time. The appropriate meth-
od of depreciation should be selected as
follows:

(i) An accelerated method of depre-
ciation is appropriate where the ex-
pected consumption of asset services is
significantly greater in early years of
asset life.

(ii) The straight-line method of de-
preciation is appropriate where the ex-
pected consumption of asset services is
reasonably level over the service life of
the asset (or group of assets).

(g) The estimated service life and
method of depreciation to be used for
an original complement of low-cost
equipment shall be based on the ex-
pected consumption of services over
the expected useful life of the com-
plement as a whole and shall not be
based on the individual items which
form the complement.

(h) Estimated residual values shall be
determined for all tangible capital as-
sets (or groups of assets). For tangible
personal property, only estimated re-
sidual values which exceed ten percent
of the capitalized cost of the asset (or
group of assets) need be used in estab-
lishing depreciable costs. Where either
the declining balance method of depre-
ciation or the class life asset deprecia-
tion range system is used consistent
with the provisions of this Standard,
the residual value need not be deducted
from capitalized cost to determine de-
preciable costs. No depreciation cost
shall be charged which would signifi-
cantly reduce book value of a tangible
capital asset (or group of assets) below
its residual value.

(i) Estimates of service life, con-
sumption of services, and residual
value shall be reexamined for tangible
capital assets (or groups of assets)
whenever circumstances change sig-
nificantly. Where changes are made to
the estimated service life, residual
value, or method of depreciation during
the life of a tangible capital asset, the
remaining depreciable costs for cost
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accounting purposes shall be limited to
the undepreciated cost of the assets
and shall be assigned only to the cost
accounting period in which the change
is made and to subsequent periods.

(j)(1) Gains and losses on disposition
of tangible capital assets shall be con-
sidered as adjustments of depreciation
costs previously recognized and shall
be assigned to the cost accounting pe-
riod in which disposition occurs except
as provided in subparagraphs (j) (2) and
(3) of this subsection. The gain or loss
for each asset disposed of is the dif-
ference between the net amount real-
ized, including insurance proceeds in
the event of involuntary conversion,
and its undepreciated balance. How-
ever, the gain to be recognized for con-
tract costing purposes shall be limited
to the difference between the original
acquisition cost of the asset and its
undepreciated balance.

(2) Gains and losses on the disposi-
tion of tangible capital assets shall not
be recognized where:

(i) Assets are grouped and such gains
and losses are processed through the
accumulated depreciation account, or

(ii) The asset is given in exchange as

part of the purchase price of a similar
asset and the gain or loss is included in
computing the depreciable cost of the
new asset.
Where the disposition results from an
involuntary conversion and the asset is
replaced by a similar asset, gains and
losses may either be recognized in the
period of disposition or used to adjust
the depreciable cost base of the new
asset.

(3) The contracting parties may ac-
count for gains and losses arising from
mass or extraordinary dispositions in a
manner which will result in treatment
equitable to all parties.

(4) Gains and losses on disposition of
tangible capital assets transferred in
other than an arms-length transaction
and subsequently disposed of within 12
months from the date of transfer shall
be assigned to the transferor.

(5) The provisions of this subsection
9904.409-50(j) do not apply to business
combinations. The carrying values of
tangible capital assets acquired subse-
quent to a business combination shall
be established in accordance with the
provisions of subsection 9904.404-50(d).
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(k) Where, in accordance with
9904.409-40(b)(1), the depreciation costs
of like tangible capital assets used for
similar purposes are directly charged
to cost objectives on the basis of usage,
average charging rates based on cost
shall be established for the use of such
assets. Any variances between total de-
preciation cost charged to cost objec-
tives and total depreciation cost for
the cost accounting period shall be ac-
counted for in accordance with the con-
tractor’s established practice for han-
dling such variances.

(1) Practices for determining depre-
ciation methods, estimated service
lives and estimated residual values
need not be changed for assets acquired
prior to compliance with this Standard
if otherwise acceptable under applica-
ble procurement regulations. However,
if changes are effected such changes
must conform to the criteria estab-
lished in this Standard and may be ef-
fected on a prospective basis to cover
the undepreciated balance of cost by
agreement between the contracting
parties pursuant to negotiation under
subdivision (a)(4) (ii) or (iii) of the con-
tract clause set out at 9903.201-4(a).

[67 FR 14153, Apr. 17, 1992; 57 FR 34167, Aug.
3, 1992; 61 FR 5523, Feb. 13, 1996]

9904.409-60 Illustrations.

The following examples are illus-
trative of the provisions of this Stand-
ard.

(a) Companies X, Y, and Z purchase
identical milling machines to be used
for similar purposes.

(1) Company X estimates service life
for tangible capital assets on an indi-
vidual asset basis. Its experience with
similar machines is that the average
replacement period is 14 years. Under
the provisions of the Standard, Com-
pany X shall use the estimated service
life of 14 years for the milling machine
unless it can demonstrate changed cir-
cumstances or new circumstances to
support a different estimate.

(2) Company Y estimates service life
for tangible capital assets by grouping
assets of the same general kind and
with similar service lives. Accordingly,
all machine tools are accounted for as
a single group. The average replace-
ment life for machine tools for Com-
pany Y is 12 years. In accordance with
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the provisions of the Standard, Com-
pany Y shall use a life of 12 years for
the acquisition unless it can support a
different estimate for the entire group.

(3) Company Z estimates service life
for tangible capital assets by grouping
assets according to use without regard
to service lives. Accordingly, all ma-
chinery and equipment is accounted for
as a single group. The average replace-
ment life for machinery and equipment
in Company Z is 10 years. In accord-
ance with the provisions of the Stand-
ard, Company Z shall use an estimated
service life of ten years for the acquisi-
tion unless it can support a different
estimate for the entire group.

(b) Company X desires to charge de-
preciation of the milling machine de-
scribed in paragraph (a) of this sub-
section, directly to final cost objec-
tives. Usage of the milling machine can
be measured readily based on hours of
operation. Company X may charge de-
preciation cost directly on a unit of
time basis provided he uses one depre-
ciation charging rate for all like mill-
ing machines in the machine shop and
charges depreciation for all such mill-
ing machines directly to benefiting
cost objectives.

(c) A contractor acquires, and cap-
italizes as an asset accountability unit,
a new lathe. The estimated service life
is 10 years for the lathe. He acquires,
and capitalizes as an original com-
plement of low-cost equipment related
to the lathe, a collection of tool hold-
ers, chucks, indexing heads, wrenches,
and the like. Although individual items
comprising the complement have an
average life of 6 years, replacements of
these items will be made as needed and,
therefore, the expected useful life of
the complement is equal to the life of
the lathe. An estimated service life of
10 years should be used for the original
complement.

(d) A contractor acquires a test facil-
ity with an estimated physical life of 10
years, to be used on contracts for a new
program. The test facility was acquired
for $5 million. It is expected that the
program will be completed in 6 years
and the test facility acquired is not ex-
pected to be required for other prod-
ucts of the contractor. Although the
facility will last 10 years, the con-
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tracting parties may agree in advance
to depreciate the facility over 6 years.

(e) Contractor acquires a building by
donation from its local Government.
The building had been purchased new
by another company and subsequently
acquired by the local Government.
Contractor capitalizes the building at
its fair value. Under the Standard the
depreciable cost of the asset based on
that value may be accounted for over
its estimated service life and allocated
to cost objectives in accordance with
contractor’s cost allocation practices.

(f) A major item of equipment which
was acquired prior to the applicability
of this Standard was estimated, at ac-
quisition, to have a service life of 12
years and a residual value of no more
than 10 percent of acquisition cost.
After 4 years of service, during which
time this Standard has become applica-
ble, a change in the production situa-
tion results in a well-supported deter-
mination to shorten the estimated
service life to a total of 7 years. The re-
vised estimated residual value is 15 per-
cent of acquisition cost. The annual de-
preciation charges based on this par-
ticular asset will be appropriately in-
creased to amortize the remaining
cost, less the current estimate of resid-
ual value, over the remaining 3 years of
expected usefulness. This change is not
a change of cost accounting practice,
but a correction of numeric estimates.
The requirement of 9904.409-50(1) for an
adjustment pursuant to subdivision
(a)(4) (ii) or (iii) of the CAS clause does
not apply.

(g) The support required by 9904.409-
50(e) can, in all likelihood, be derived
by sampling from almost any reason-
able fixed asset records. Of course, the
more complete the data in the records
which are available, the more con-
fidence there can be in determinations
of asset service lives. The following de-
scriptions of sampling methods are il-
lustrations of techniques which may be
useful even with limited fixed asset
records.

(1) A company maintains an inven-
tory of assets in use. The company
should select a sampling time period
which, preferably, is significantly
longer than the anticipated life of the
assets for which lives are to be estab-
lished. Of course, the inventory must
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be available for each year in the sam-
pling time period. The company would
then select a randon sample of items in
each year except the most recent year
of the time period. Each item in the
sample would be compared to the sub-
sequent year’s inventory to determine
if the asset is still in service; if not,
then the asset had been retired in the
year from which the sample was drawn.
The item is then traced to prior year
inventories to determine the year in
which acquired.

NoOTE: Sufficient items must be drawn in
each year to ensure an adequate sample.

(2) A company maintains an inven-
tory of assets in use and also has a
record of retirements. In this case the
company does not have to compare the
sample to subsequent years to deter-
mine if disposition has occurred. As in
Example (g)(1) of this subsection, the
sample items are traced to prior years
to determine the year in which ac-
quired.

(3) A company maintains retirement
records which show acquisition dates.
The company should select a sampling
time period which, preferably, is sig-
nificantly longer than the anticipated
life of the assets for which lives are to
be estimated. The company would then
select a random sample of items re-
tired in each year of the sampling time
period and tabulate age at require-
ment.

(4) A company maintains only a
record of acquisitions for each year.
The company should select a random
sample of items acquired in the most
recent complete year and determine
from current records or observations
whether each item is currently in serv-
ice. The acquisitions of each prior year
should be samples in turn to determine
if sample items are currently in serv-
ice. This sampling should be performed
for a time period significantly longer
than the anticipated life of assets for
which the lives are to be established,
but can be discontinued at the point at
which sample items no longer appear in
current use. From the data obtained,
mortality tables can be constructed to
determine average asset life.

(5) A company does not maintain ac-
counting records on fully depreciated
assets. However, property records are
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maintained, and such records are re-
tained for 3 years after disposition of
an asset in groups by year of disposi-
tion. An analysis of these retirements
may be made by selecting the larger
dollar items for each category of assets
for which lives are to be determined
(for example, at least 75 percent of the
acquisition values retired each year).
The cases cited above are only exam-
ples and many other examples could
have been used. Also, in any example, a
company’s individual circumstances
must be considered in order to take
into account possible biased results be-
cause of changes in organizations,
products, acquisition policies, eco-
nomic factors, etc. The results from ex-
ample (g)(b) of this subsection, for in-
stance, might be substantially dis-
torted if the 3-year period was unusual
with respect to dispositions. Therefore,
the examples are illustrative only and
any sampling performed in compliance
with this Standard should take into ac-
count all relevant information to en-
sure that reasonable results are ob-
tained.

9904.409-61 Interpretation. [Reserved]

9904.409-62

This Standard shall not apply where
compensation for the use of tangible
capital assets is based on use rates or
allowances provided by other appro-
priate Federal acquisition regulations
such as those governing:

(a) Educational institutions,

(b) State, local, and Federally recog-
nized Indian tribal government, or
(c) Construction equipment

(See 48 CFR 31.105(d)).

Exemption.

rates

9904.409-63 Effective date.

(a) This Standard is effective April
15, 1996.

(b) This Standard shall be applied be-
ginning with the contractor’s next full
cost accounting period beginning after
the receipt of a contract or subcontract
to which this Standard is applicable.

(c) Contractors with prior CAS-cov-
ered contracts with full coverage shall
continue to follow Standard 9904.409 in
effect prior to April 15, 1996, until this
Standard, effective April 15, 1996, be-
comes applicable after the receipt of a
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contract or subcontract to which this
revised Standard applies.

[61 FR 5523, Feb. 13, 1996]

9904.410 Allocation of business unit
general and administrative ex-
penses to final cost objectives.

9904.410-10 [Reserved]

9904.410-20 Purpose.

The purpose of this Cost Accounting
Standard is to provide criteria for the
allocation of business unit general and
administrative (G&A) expenses to busi-
ness unit final cost objectives based on
their beneficial or causal relationship.
These expenses represent the cost of
the management and administration of
the business unit as a whole. The
Standard also provides criteria for the
allocation of home office expenses re-
ceived by a segment to the cost objec-
tives of that segment. This Standard
will increase the likelihood of achiev-
ing objectivity in the allocation of ex-
penses to final cost objectives and com-
parability of cost data among contrac-
tors in similar circumstances.

9904.410-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
section, requires otherwise.

(1) Allocate means to assign an item
of cost or a group of items of cost, to
one or more cost objectives. This term
includes both direct assignment of cost
and the reassignment of a share from
an indirect cost pool.

(2) Business unit means any segment
of an organization, or an entire busi-
ness organization which is not divided
into segments.

(3) Cost input means the cost, except
G&A expenses, which for contract cost-
ing purposes is allocable to the produc-
tion of goods and services during a cost
accounting period.

(4) Cost objective means a function, or-
ganizational subdivision, contract or
other work unit for which cost data are
desired and for which provision is made
to accumulate and measure the cost of

9904.410-40

processes, products,
projects, etc.

(5) Final cost objective means a cost
objective which has allocated to it both
direct and indirect costs, and, in the
contractor’s accumulation systems, is
one of the final accumulation points.

(6) General and administrative (G&A)
expense means any management, finan-
cial, and other expense which is in-
curred by or allocated to a business
unit and which is for the general man-
agement and administration of the
business unit as a whole. G&A expense
does not include those management ex-
penses whose beneficial or causal rela-
tionship to cost objectives can be more
directly measured by a base other than
a cost input base representing the total
activity of a business unit during a
cost accounting period.

(7) Segment means one of two or more
divisions, product departments, plants,
or other subdivisions of an organiza-
tion reporting directly to a home of-
fice, usually identified with responsi-
bility for profit and/or producing a
product or service. The terms include
Government-owned contractor-oper-
ated (GOCO) facilities, and joint ven-
tures and subsidiaries (domestic and
foreign) in which the organization has
a majority ownership. The term also
includes those joint ventures and sub-
sidiaries (domestic and foreign) in
which the organization has less than a
majority of ownership, but over which
it exercises control.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

jobs, capitalized

9904.410-40 Fundamental
ment.

require-

(a) Business unit G&A expenses shall
be grouped in a separate indirect cost
pool which shall be allocated only to
final cost objectives.

(b)(1) The G&A expense pool of a
business unit for a cost accounting pe-
riod shall be allocated to final cost ob-
jectives of that cost accounting period
by means of a cost input base rep-
resenting the total activity of the busi-
ness unit except as provided in sub-
paragraph (b)(2) of this subsection. The
cost input base selected shall be the
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one which best represents the total ac-
tivity of a typical cost accounting pe-
riod.

(2) The allocation of the G&A expense
pool to any particular final cost objec-
tives which receive benefits signifi-
cantly different from the benefits ac-
cruing to other final cost objectives
shall be determined by special alloca-
tion (9904.410-50(j)).

(c) Home office expenses received by
a segment shall be allocated to seg-
ment cost objectives as required by
9904.410-50(g).

(d) Any costs which do not satisfy the
definition of G&A expense but which
have been classified by a business unit
as G&A expenses, can remain in the
G&A expense pool unless they can be
allocated to business unit cost objec-
tives on a beneficial or causal relation-
ship which is best measured by a base
other than a cost input base.

9904.410-50 Techniques
tion.

(a) G&A expenses of a segment in-
curred by another segment shall be re-
moved from the incurring segment’s
G&A expense pool. They shall be allo-
cated to the segment for which the ex-
penses were incurred on the basis of
the beneficial or causal relationship
between the expenses incurred and all
benefiting or causing segments. If the
expenses are incurred for two or more
segments, they shall be allocated using
an allocation base common to all such
segments.

(b) The G&A expense pool may be
combined with other expenses for allo-
cation to final cost objectives provided
that—

(1) The allocation base used for the
combined pool is appropriate both for
the allocation of the G&A expense pool
under this Standard and for the alloca-
tion of the other expenses; and

(2) Provision is made to identify the
components and total of the G&A ex-
pense pool separately from the other
expenses in the combined pool.

(c) Expenses which are not G&A ex-
penses and are insignificant in amount
may be included in the G&A expense
pool for allocation to final cost objec-
tives.

(d) The cost input base used to allo-
cate the G&A expense pool shall in-

for applica-
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clude all significant elements of that
cost input which represent the total
activity of the business unit. The cost
input base selected to represent the
total activity of a business unit during
a cost accounting period may be: Total
cost input; value-added cost input; or
single element cost input. The deter-
mination of which cost input base best
represents the total activity of a busi-
ness unit must be judged on the basis
of the circumstances of each business
unit.

(1) A total cost input base is gen-
erally acceptable as an appropriate
measure of the total activity of a busi-
ness unit.

(2) Value-added cost input shall be
used as an allocation base where inclu-
sion of material and subcontract costs
would significantly distort the alloca-
tion of the G&A expense pool in rela-
tion to the benefits received, and where
costs other than direct labor are sig-
nificant measures of total activity. A
value-added cost input base is total
cost input less material and sub-
contract costs.

(3) A single element cost input base;
e.g., direct labor hours or direct labor
dollars, which represents the total ac-
tivity of a business unit may be used to
allocate the G&A expense pool where it
produces equitable results. A single
element base may not produce equi-
table results where other measures of
activity are also significant in relation
to total activity. A single element base
is inappropriate where it is an insig-
nificant part of the total cost of some
of the final cost objectives.

(e) Where, prior to the effective date
of this Standard, a business unit’s dis-
closed or established cost accounting
practice was to use a cost of sales or
sales base, that business unit may use
the transition method set out in appen-
dix A hereof.

(f) Cost input shall include those ex-
penses which by operation of this
Standard are excluded from the G&A
expense pool and are not part of a com-
bined pool of G&A expenses and other
expenses allocated using the same allo-
cation base.

(2)(1) Allocations of the home office
expenses of:

(i) Line management of particular
segments or groups of segments,
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(ii) Residual expenses, and

(iii) Directly allocated expenses re-
lated to the management and adminis-
tration of the receiving segment as a
whole, shall be included in the receiv-
ing segment’s G&A expense pool.

(2) Any separate allocation of the ex-
penses of home office centralized serv-
ice functions, staff management of spe-
cific activities of segments, and central
payments or accruals, which is re-
ceived by a segment, shall be allocated
to the segment cost objectives in pro-
portion to the beneficial or causal rela-
tionship between the cost objectives
and the expense if such allocation is
significant in amount. Where a bene-
ficial or causal relationship for the ex-
pense is not identifiable with segment
cost objectives, the expense may be in-
cluded in the G&A expense pool.

(h) Where a segment performs home
office functions and also performs as an
operating segment having a responsi-
bility for final cost objectives, the ex-
pense of the home office functions shall
be segregated. These expenses shall be
allocated to all benefiting or causing
segments, including the segment per-
forming the home office functions, pur-
suant to disclosed or established ac-
counting practices for the allocation of
home office expenses to segments.

(i) For purposes of allocating the
G&A expense pool, items produced or
worked on for stock or product inven-
tory shall be accounted for as final cost
objectives in accordance with the fol-
lowing paragraphs:

(1) Where items are produced or
worked on for stock or product inven-
tory in a given cost accounting period,
the cost input to such items in that pe-
riod shall be included only once in the
computation of the G&A expense allo-
cation base and in the computation of
the G&A expense allocation rate for
that period and shall not be included in
the computation of the base or rate for
any other cost accounting period.

(2) A portion of the G&A expense pool
shall be allocated to items produced or
worked on for stock or product inven-
tory in the cost accounting period or
periods in which such items are pro-
duced at the rates determined for such
periods except as provided in subpara-
graph (i)(3) of this subsection.

9904.410-60

(3) Where the contractor does not in-
clude G&A expense in inventory as part
of the cost of stock or product inven-
tory items, the G&A rate of the cost
accounting period in which such items
are issued to final cost objectives may
be used to determine the G&A expenses
applicable to issues of stock or product
inventory items.

(j) Where a particular final cost ob-
jective in relation to other final cost
objectives receives significantly more
or less benefit from G&A expense than
would be reflected by the allocation of
such expenses using a base determined
pursuant to paragraph (d) of this sub-
section, the business unit shall account
for this particular final cost objective
by a special allocation from the G&A
expense pool to the particular final
cost objective commensurate with the
benefits received. The amount of a spe-
cial allocation to any such final cost
objective shall be excluded from the
G&A expense pool required by 9904.410-
40(a), and the particular final cost ob-
jective’s cost input data shall be ex-
cluded from the base used to allocate
this pool.

9904.410-60 Illustrations.

(a) Business Unit A has been includ-
ing the cost of scientific computer op-
erations in its G&A expense pool. The
scientific computer is used predomi-
nantly for research and development,
rather than for the management and
administration of the business unit as
a whole. The costs of the scientific
computer operation do not satisfy the
Standard’s definition of G&A expense;
however, they may remain in the G&A
expense pool unless they can be allo-
cated to business unit cost objectives
on a beneficial or causal relationship
which is best measured by a base other
than a cost input base representing the
total activity of a business unit during
a cost accounting period.

(b) Segment B performs a budgeting
function, the cost of which is included
in its G&A expense pool. This function
includes the preparation of budgets for
another segment. The cost of preparing
the budgets for the other segment
should be removed from B’s G&A ex-
pense pool and transferred to the other
segment.
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(c)(1) Business Unit C has a personnel
function which is divided into two
parts: A vice president of personnel
who establishes personnel policy and
overall guidance, and a personnel de-
partment which handles hirings, test-
ing, evaluations, etc. The expense of
the vice president is included in the
G&A expense pool. The expense of the
personnel department is allocated to
the other indirect cost pools based on
the beneficial or causal relationship
between that expense and the indirect
cost pools. This procedure is in compli-
ance with the requirements of this
Standard.

(2) Business Unit C has included sell-
ing costs as part of its G&A expense
pool. Unit C wishes to continue to in-
clude selling costs in its G&A pool.
Under the provisions of this Standard,
Unit C may continue to include selling
costs in its G&A pool, and these costs
will be allocated over a cost input base
selected in accordance with the provi-
sions of 9904.410-50(d).

(3) Business Unit C has included
IR&D and B&P costs in its G&A ex-
pense pool. Unit C has used a cost of
sales base to allocate its G&A expense
pool. As of January 1, 1978 (assumed for
purposes of this illustration), the date
on which Unit C must first allocate its
G&A expense pool in accordance with
the requirements of this Standard,
Unit C has among its final cost objec-
tives several cost reimbursement con-
tracts and fixed price contracts subject
to the CAS clause (referred to as the
preexisting contracts). If Unit C choos-
es to use the transition method in
9904.410-50(e):

(i) Unit C shall allocate IR&D and
B&P costs during the transition period
(from January 1, 1978, to and including
the cost accounting period during
which the preexisting contracts are
completed), to the preexisting con-
tracts as part of its G&A expense pool
using a cost of sales base pursuant to
9904.410-50(e) and appendix A to
9904.410.

(ii) During the transition period such
costs, as part of the G&A expense pool,
shall be allocated to new cost reim-
bursement contracts and new fixed
price contracts subject to the CAS
clause using a cost input base as re-
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quired by 9904.410-50 (d) and (e) and ap-
pendix A to 9904.410.

(iii) Beginning with the cost account-
ing period after the transition period
the IR&D and B&P costs, as part of the
G&A expense pool, shall be allocated to
all final cost objectives using a cost
input base as required by 9904.410-50(d).
If Unit C chooses not to use the transi-
tion method in 9904.410-50(e), the con-
tractual provision requiring appro-
priate equitable adjustment of the
prices of affected prime contracts and
subcontracts will be implemented.

(4) Business Unit C has accounted for
and allocated IR&D and B&P costs in a
cost pool separate and apart from the
G&A expense pool. Unit C may con-
tinue to account for these costs in a
separate cost pool under the provision
of this Standard. If Unit C is to use a
total cost input base, these costs when
accounted for and allocated in a cost
pool separate and apart from the G&A
expense pool will become part of the
total cost input base used by Unit C to
allocate the G&A expense pool.

(5) Business Unit C has included sell-
ing costs as part of its G&A expense
pool. Unit C has used a cost of sales
base to allocate the G&A expense pool.
Unit C desires to continue to allocate
selling costs using the costs of sales
base. Under the provisions of this
Standard, Unit C would account for
selling costs as a cost pool separate
and apart from the G&A expense pool,
and continue to allocate these costs
over a cost of sales base. If Unit C uses
a total cost input base to allocate the
G&A expense pool, the selling costs
will become part of the total cost input
base.

(d)(1) Business Unit D has accounted
for selling costs in a cost pool separate
and apart from its G&A expense pool
and has allocated these costs using a
cost of sales base. Under the provisions
of this Standard, Unit D may continue
to account for those costs in a separate
pool and allocate them using a cost of
sales base. Unit D has a total cost
input base to allocate its G&A expense
pool. The selling costs will become part
of the cost input base used by Unit D to
allocate the G&A expense pool.

(2) During a cost accounting period,
Business Unit D buys $2,000,000 of raw
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materials. At the end of that cost ac-
counting period, $500,000 of raw mate-
rials inventory have not been charged
out to contracts or other cost objec-
tives. The $500,000 of raw materials are
not part of the total cost input base for
the cost accounting period, because
they have not been charged to the pro-
duction of goods and services during
that period. If all of the $2,000,000 worth
of raw material had been charged to
cost objectives during the cost ac-
counting period, the cost input base for
the allocation of the G&A expense pool
would include the entire $2,000,000.

(3) Business Unit D manufactures a
variety of testing devices. During a
cost accounting period, Unit D acquires
and uses a small building, constructs a
small production facility using its own
resources, and keeps for its own use
one unit of a testing device that it
manufactures and sells to its cus-
tomers. The acquisition cost of the
building is not part of the total cost
input base; however, the depreciation
taken on the building would be part of
the total cost input base. The costs of
construction of the small production
facility are not part of the total cost
input base. The requirements of
9904.404 provide that those G&A ex-
penses which are identifiable with the
constructed asset and are material in
amount shall be capitalized as part of
the cost of the production facility. If
there are G&A expenses material in
amount and identified with the con-
structed asset, these G&A expenses
would be removed from the G&A ex-
pense pool prior to the allocation of
this pool to final cost objectives. The
cost of the testing device shall be part
of the total cost input base per the re-
quirements of 9904.404 which provides
that the costs of constructed assets
identical with the contractor’s regular
product shall include a full share of in-
direct cost.

(e)(1) Business Unit E produces Item
Z for stock or product inventory. The
business unit does not include G&A ex-
pense as part of the inventory cost of
these items for costing or financial re-
porting purposes. A production run of
these items occurred during Cost Ac-
counting Period 1. A number of the
units produced were not issued during
Period 1 and are issued in Period 2.

9904.410-60

However, those units produced in Pe-
riod 1 shall be included in the cost
input of that period for calculating the
G&A expense allocation base and shall
not be included in the cost input of Pe-
riod 2.

(2) Business Unit E should apply the
G&A expense rate of Period 1 to those
units of Item Z issued during Period 1
and may apply the rate of Period 2 to
the units issued in Period 2.

(3) If the practice of Business Unit E
is to include G&A expense as part of
the cost of stock or product inventory,
the inventory cost of all units of Item
Z produced in Period 1 and remaining
in inventory at the end of Period 1,
should include G&A expense using the
G&A rate of Period 1.

(f)(1) Business Unit F produced Item
X for stock or product inventory. The
business unit does not include G&A ex-
pense as part of the inventory cost of
these items. A production run of these
items was started, finished, and placed
into inventory in a single cost account-
ing period. These items are issued dur-
ing the next cost accounting period.

(2) The cost of items produced for
stock or product inventory should be
included in the G&A base in the same
year they are produced. The cost of
such items is not to be included in the
G&A base on the basis of when they are
issued to final cost objectives. There-
fore, the time of issuance of these
items from inventory to a final cost ob-
jective is irrelevant in computing the
G&A base.

(g) The normal productive activity of
Business Unit G includes the construc-
tion of base operating facilities for oth-
ers. Unit G uses a total cost input base
to allocate G&A expense to final cost
objectives. As part of a contract to
construct an operating facility, Unit G
agrees to acquire a large group of
trucks and other mobile equipment to
equip the base operating facility. Unit
G does not usually supply such equip-
ment. The cost of the equipment con-
stitutes a significant part of the con-
tract cost. A special G&A allocation to
this contract shall be agreed to by the
parties if they agree that in the cir-
cumstances the contract as a whole re-
ceives substantially less benefit from
the G&A expense pool than that which
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would be represented by a cost alloca-
tion based on inclusion of the contract
cost in the total cost input base.

(h)(1) The home office of Segment H
separately allocates to benefiting or
causing segments significant home of-
fice expenses of staff management
functions relative to manufacturing,
staff management functions relative to
engineering, central payment of health
insurance costs, and residual expenses.
Segment H receives these expenses as
separate allocations and maintains
three indirect cost pools; i.e., G&A ex-
pense, manufacturing overhead, and
engineering overhead; all home office
expenses allocated to Segment H are
included in Segment H’s G&A expense
pool.

(2) This accounting practice of Seg-
ment H does not comply with 9904.410-
50(g)(2). Home office residual expenses
should be in the G&A expense pool, and
the expenses of the staff management
functions relative to manufacturing
and engineering should be included in
the manufacturing overhead and engi-
neering overhead pools, respectively.
The health insurance costs should be
allocated in proportion to the bene-
ficial and causal relationship between
these costs and Segment H’s cost objec-
tives.

9904.410-61 Interpretation. [Reserved]

9904.410-62

This Standard shall not apply to con-
tracts and grants with state, local, and
Federally recognized Indian tribal gov-
ernments.

Exemption.

9904.410-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
covered contracts with full coverage
shall continue this Standard’s applica-
bility upon receipt of a contract to
which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s next full fiscal year begin-
ning after the receipt of a contract to
which this Standard is applicable.
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APPENDIX A TO 9904.410—TRANSITION FROM A
COST OF SALES OR SALES BASE TO A COST
INPUT BASE

A business unit may use the method de-
scribed below for transition from the use of
a cost of sales or sales base to a cost input
base.

(1) Calculate the cost of sales or sales base
in accordance with the cost accounting prac-
tice disclosed or established prior to the date
established by 9904.410-80(b) of the original
Cost Accounting Standard.

(2) Calculate the G&A expense allocation
rate using the base determined in subpara-
graph (1) of this appendix and use that rate
to allocate from the G&A expense pool to the
final cost objectives which were in existence
prior to the date on which the business unit
must first allocate costs in accordance with
the requirements of this Cost Accounting
Standard.

(3) Calculate a cost input base in compli-
ance with 9904.410-50(d).

(4) Calculate the G&A expense rate using
the base determined in subparagraph (3) of
this appendix and use that rate to allocate
from the G&A expense pool to those final
cost objectives which arise under contracts
entered into on or after the date on which
the business unit must first allocate costs in
accordance with the requirements of this
Cost Accounting Standard.

(5) The calculations set forth in subpara-
graphs (1)-(4) of this appendix shall be per-
formed for each cost accounting period dur-
ing which final cost objectives described in
(2) are being performed.

(6) The business unit shall establish an in-
ventory suspense account. The amount of
the inventory suspense account shall be
equal to the beginning inventory of con-
tracts subject to the CAS clause of the cost
accounting period in which the business unit
must first allocate costs in accordance with
the requirements of this Cost Accounting
Standard.

(7) In any cost accounting period, after the
cost accounting periods described in subpara-
graph (5) of this appendix, if the ending in-
ventory of contracts subject to the CAS
clause is less than the balance of the inven-
tory suspense account, the business unit
shall calculate two G&A expense allocation
rates, one to allocate G&A expenses to con-
tracts subject to the CAS clause and one ap-
plicable to other work.

(a) The G&A expense pool shall be divided
in the proportion which the cost input of the
G&A expense allocation base of the contracts
subject to the CAS clause bears to the total
of the cost input allocation base, selected in
accordance with 9904.410-50(d), for the cost
accounting period.
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(b) The G&A expenses applicable to con-
tracts subject to the CAS clause shall be re-
duced by an amount determined by multi-
plying the difference between the balance of
the inventory suspense account and the end-
ing inventory of contracts subject to the
CAS clause by the cost of sales rate, as de-
termined under subparagraph (1) of this ap-
pendix, of the cost accounting period in
which a business unit must first allocate
costs in accordance with the requirements of
this Cost Accounting Standard.

(8) In any cost accounting period in which
such a reduction is made, the balance of the
inventory suspense account shall be reduced
to be equal to the ending inventory of con-
tracts subject to the CAS clause of that cost
accounting period.

The following illustrates how a business
unit would use this transition method.

1. Business Unit R has been using a cost of
sales base to allocate its G&A expense pool
to final cost objectives. Unit R uses a cal-
endar year as its cost accounting period. On
October 1, 1976 (assumed for purposes of this
illustration) Cost Accounting Standard 410
becomes effective. On October 2, 1976, Unit R
receives a 3-year contract containing the
Cost Accounting Standards clause. As a re-
sult, Unit R must comply with the require-
ments of the Standard in the cost accounting
period beginning in January 1978. As of Janu-
ary 3, 1978, Business Unit R has the following
contracts:

(1) Contract I—A 4-year contract awarded
in January 1975.

(2) Contract II—A 3-year contract which
was negotiated in March 1976, and was
awarded on October 2, 1976.

(3) Contract III—A 4-year contract awarded
on January 2, 1978.
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If Business Unit R chooses to use the tran-
sition method provided in 9904.410-50(e), it
will allocate the G&A expense pool to these
contracts as follows:

(a) Contract I—Since Contract I was in ex-
istence prior to January 1, 1978, the G&A ex-
pense pool shall be allocated to it using a
cost of sales base as provided in 9904.410-
50(e).

(b) Contract II—Since this contract was in
existence prior to January 1, 1978, the G&A
expense pool shall be allocated to it using a
cost of sales base as provided in 9904.410-
50(e).

(c) Contract III—Since this contract was
awarded after January 1, 1978, the G&A ex-
pense pool shall be allocated to this contract
using a cost input base.

Having chosen to use 9904.410-50(e), Busi-
ness Unit R will use the transition method of
allocating the G&A expense pool to final cost
objectives until all contracts awarded prior
to January 1, 1978, are completed (1979 if the
contracts are completed on schedule). Begin-
ning with the cost accounting period subse-
quent to that time, 1980, Unit R will use a
cost input base to allocate the G&A expense
pool to all cost objectives. Unit R will also
carry forward an inventory suspense account
in accordance with the requirements of this
Standard.

2.A. Business Unit N is first required to al-
locate its costs in accordance with the re-
quirements of 9904.410 during the fiscal year
beginning January 1, 1978. Unit N has used a
cost of sales base to allocate its G&A ex-
pense pool.

During the years 1978, 1979, 1980, Business
Unit N reported the following data:

Contracts prior to Jan. 1, 1978 Contracts prior to Jan. 1, 1978
Total Non-CAS CAS-fixed CAS-cost Non-CAS CAS-fixed CAS-cost
work price work contract work price work contracts
Year 1978:
Beginning inventory ... $500 300 200 0 0 0 0
Cost input ... + 3000 400 600 700 500 500 300
Total 3500 700 800 700 500 500 300
Cost of sales .. —3000 600 550 700 450 400 300
Ending inventory ........ 500 100 250 0 50 100 0
Year 1979:
Beginning inventory ... 500 100 250 0 50 100 0
Cost input ... + 3000 400 600 700 500 500 300
Total 3500 500 850 700 550 600 300
Cost of sales .. —2500 450 650 700 150 250 300
Ending inventory ... 1000 50 200 0 400 350 0
Year 1980:
Beginning inventory ... 1000 50 200 0 400 350 0
Cost input .......cccoco.e. + 3000 400 600 700 500 500 300
Total 4000 450 800 700 900 850 300
Cost of sales .. —3250 450 800 700 450 550 300
Ending inventory 750 0 0 0 450 300 0

Notes:
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Operating data is in thousands of dollars.
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G. & A. expense $375,000 in accordance with the requirements of this standard.

Work existing prior to January 1, 1978, may
include—

(1) Government contracts which contain
the CAS clause;

(2) Government contracts which do not
contain the CAS clause;

(3) Contracts other than Government con-
tracts or customer orders; and

(4) Production not specifically identified
with contracts or customer orders under pro-
duction or work orders existing prior to the
date on which a business unit must first allo-
cate its costs in compliance with this Stand-

ard and which are limited in time or quan-
tity.

Production under standing or unlimited
work orders, continuous flow processes and
the like, not identified with contracts or cus-
tomer orders are to be treated as final cost
objectives awarded after the date on which a
business unit must first allocate its costs in
compliance with the requirements of this
Standard.

Business Unit N may allocate the G&A ex-
pense pool as follows:

[In dollars]
Year 1978 Year 1979 Year 1980
1. G.&A. expense pool 375 375 375
Cost of sales rate 375/3,000 = .125 375/2,500 = .150 375/3,250 = .115
Cost input . 375/3,000 = .125 375/3,000 = .125 375/3,000 = .125
2. G.&A. allocations:
Prior contracts:
NON-CAS WOIK ...coviriiiiiiiiiincnccccs 600 x 0.125 = | 450 x 0.15 = 67.50 450 x 0.115 =
75.00 51.75
CAS-fixed price WOrk .........ccceeevereniverienenns 550 x 0.125 = | 650 x 0.15 = 97.50 800 x 0.115 =
68.75 92.00
CAS-COSt CONIaCtS ........ccoeveveeeieiciiciiine 700 x 0.125 = 700 x0.15 = 700 x 0.115 =
87.50 105.00 80.50
After contracts:
Non-CAS work ... 500 x 0.125 = 500 x 0.125 = 500 x 0.125 =
62.50 62.50 62.50
CAS-fixed price Work ..........cccccceveciiiiiiiiiinnnns 500 x 0.125 = 500 x 0.125 = 500 x 0.125 =
62.50 62.50 62.50
CAS-COSt CONIACES .....ccvovvvciiccicieccie 300 x 0.125 = 300 x 0.125 = 300 x 0.125 =
37.50 37.50 37.55
393.75 432.50 386.80
3. Inventory suspense account?® . 200
G.&A. rate applicable .... 125

1Beginning inventory of contracts subject to the CAS clause, January 1978.

2.B. In cost accounting period 1982, Busi-
ness Unit N has an ending inventory of con-
tracts subject to the CAS clause of $100,000.
This is the first cost accounting period after
the transition in which the amount of the
ending inventory is less than the amount of
the inventory suspense account. During this
cost accounting period, Business Unit N had
G&A expenses of $410,000 and cost input of
$3,500,000; $1,500,000 applicable to contracts
subject to the CAS clause and $2,000,000 ap-
plicable to other work.

Business Unit N would compute its G&A
expense allocation rate applicable to con-
tracts subject to the CAS clause as follows:

(1) Amount of inventory suspense

ACCOUND .vviriiiiiiiiieeeceeeeaans $200,000
Amount of ending inventory ... 100,000
Difference ........ccoeeviviiiiiieinnnn. 100,000

G. & A. rate applicable (see

2.A. aDOVE) .ievviiiiiiiiiiiiieiieeans % 0.125
Adjustment to G. & A. expense
applicable to contracts sub-
ject to the CAS clause ......... 12,500
(2) G. & A. expense pool ................ 410,000
G. & A. expenses applicable to
contracts subject to the CAS
clause ($1,500,000/$3,500,000 x
$410,000) ..eevniiiniiiieeieeeeeeeans 175,890
G. & A. expenses applicable to
other Work ........cccvvvveienenennn. 234,110
3) G. & A. expenses applicable to
contracts subject to the CAS
ClAUSE .evvniiiniiiiiiinei e 175,890
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Adjustment to G. & A. ex-
penses applicable to con-
tracts subject to the CAS

ClaUSe .o —12,500
G. & A. expenses allocable to

contracts subject to the CAS

Clause .oovviiiiiie 163,390

(4) G. & A. expense allocation rate
applicable to contracts subject
to the CAS clause for cost ac-
counting period 1982-$163,390/
$1,500,000 = 0.109.

The amount of the inventory suspense account
would be reduced to $100,000.

[67 FR 14153, Apr. 17, 1992; 57 FR 34081, 34167,
Aug. 3, 1992]

9904.411 Cost accounting standard—
accounting for acquisition costs of
material.

9904.411-10 [Reserved]

9904.411-20 Purpose.

(a) The purpose of this Cost Account-
ing Standard is to provide criteria for
the accounting for acquisition costs of
material. The Standard includes provi-
sions on the use of inventory costing
methods. Consistent application of this
Standard will improve the measure-
ment and assignment of costs to cost
objectives.

(b) This Cost Accounting Standard
does not cover accounting for the ac-
quisition costs of tangible capital as-
sets nor accountability for Govern-
ment-furnished materials.

[67 FR 14153, Apr. 17, 1992; 57 FR 34167, Aug.
3, 1992]

9904.411-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms elsewhere in
this chapter 99 shall have the meanings
ascribed to them in those definitions
unless paragraph (b) of this subsection,
requires otherwise.

(1) Allocate means to assign an item
of cost, or a group of items of cost, to
one or more cost objectives. This term
includes both direct assignment of cost
and the reassignment of a share from
an indirect cost pool.

(2) Business unit means any segment
of an organization, or an entire busi-
ness organization which is not divided
into segments.
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(3) Category of material means a par-
ticular kind of goods, comprised of
identical or interchangeable units, ac-
quired or produced by a contractor,
which are intended to be sold, or con-
sumed or used in the performance of ei-
ther direct or indirect functions.

(4) Cost objective means a function, or-
ganizational subdivision, contract or
other work unit for which cost data are
desired and for which provision is made
to accumulate and measure the cost of
processes, products, jobs, capitalized
projects, etc.

(6) Material inventory record means
any record used for the accumulation
of actual or standard costs of a cat-
egory of material recorded as an asset
for subsequent cost allocation to one or
more cost objectives.

(6) Moving average cost means an in-
ventory costing method under which
an average unit cost is computed after
each acquisition by adding the cost of
the newly acquired units to the cost of
the units of inventory on hand and di-
viding this figure by the new total
number of units.

(7) Weighted average cost means an in-
ventory costing method under which
an average unit cost is computed peri-
odically by dividing the sum of the cost
of beginning inventory plus the cost of
acquisitions by the total number of
units included in these two categories.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.411-40 Fundamental
ment.

require-

(a) The contractor shall have, and
consistently apply, written statements
of accounting policies and practices for
accumulating the costs of material and
for allocating costs of material to cost
objectives.

(b) The cost of units of a category of
material may be allocated directly to a
cost objective provided the cost objec-
tive was specifically identified at the
time of purchase or production of the
units.

(c) The cost of material which is used
solely in performing indirect functions,
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or is not a significant element of pro-
duction cost, whether or not incor-
porated in an end product, may be allo-
cated to an indirect cost pool. When
significant, the cost of such indirect
material not consumed in a cost ac-
counting period shall be established as
an asset at the end of the period.

(d) Except as provided in paragraphs
(b) and (c) of this subsection, the cost
of a category of materials shall be ac-
counted for in material inventory
records.

(e) In allocating to cost objectives
the costs of a category of material
issued from company-owned material
inventory, the costing method used
shall be selected in accordance with
the provisions of 9904.411-50, and shall
be used in a manner which results in
systematic and rational costing of
issues of material to cost objectives.
The same costing method shall, within
the same business unit, be used for
similar categories of materials.

9904.411-50 Techniques for

tion.

(a) Material cost shall be the acquisi-
tion cost of a category of material,
whether or not a material inventory
record is used. The purchase price of
material shall be adjusted by extra
charges incurred or discounts and cred-
its earned. Such adjustments shall be
charged or credited to the same cost
objective as the purchase price of the
material, except that where it is not
practical to do so, the contractor’s pol-
icy may provide for the consistent in-
clusion of such charges or credits in an
appropriate indirect cost pool.

(b) One of the following inventory
costing methods shall be used when
issuing material from a company-
owned inventory:

(1) The first-in,
method.

(2) The moving average cost method.

(3) The weighted average cost meth-
od.

(4) The standard cost method.

(5) The last-in, first-out (LIFO) meth-
od.

(c) The method of computation used
for any inventory costing method se-
lected pursuant to the provisions of
this Standard shall be consistently fol-
lowed.

applica-

first-out (FIFO)
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(d) Where the excess of the ending in-
ventory over the beginning inventory
of material of the type described in
9904.411-40(c) is estimated to be signifi-
cant in relation to the total cost in-
cluded in the indirect cost pool, the
cost of such unconsumed material shall
be established as an asset at the end of
the period by reducing the indirect cost
pool by a corresponding amount.

9904.411-60 Illustrations.

(a) Contractor ‘“‘A” has one contract
which requires two custom-ordered,
high-value, airborne cameras. The con-
tractor’s established policy is to order
such special items specifically identi-
fied to a contract as the need arises
and to charge them directly to the con-
tract. Another contract is received
which requires three more of these
cameras, which the contractor pur-
chases at a unit cost which differs from
the unit cost of the first two cameras
ordered. When the purchase orders
were placed, the contractor identified
the specific contracts on which the
cameras being purchased were to be
used. Although these cameras are iden-
tical, the actual cost of each camera is
charged to the contract for which it
was acquired without establishing a
material inventory record. This prac-
tice would not be a violation of this
Standard.

(b)(1) A Government contract re-
quires use of electronic tubes identified
as “W.” The contractor expects to re-
ceive other contracts requiring the use
of tubes of the same type. In accord-
ance with its written policy, the con-
tractor establishes a material inven-
tory record for electronic tube ““W,”
and allocates the cost of units issued to
the existing Government contract by
the FIFO method. Such a practice
would conform to the requirements of
this Standard.

(2) The contractor is awarded several
additional contracts which require an
electronic tube which the contractor
concludes is similar to the one de-
scribed in paragraph (b)(1) of this sub-
section and which is identified as ““Y.”
At the time a purchase order for these
tubes is written, the contractor cannot
identify the specific number of tubes to
be used on each contract. Con-
sequently, the contractor establishes
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an inventory record for these tubes and
allocates their cost to the contracts on
an average cost method. Because a
FIFO method is used for a similar cat-
egory of material within the same busi-
ness unit, the use of an average cost
method for ““Y’’ would be a violation of
this Standard.

(c) A contractor complies with the
Cost Accounting Standard on standard
costs (9904.407), and he uses a standard
cost method for allocating the costs of
essentially all categories of material.
Also, it is the contractor’s established
practice to charge the cost of pur-
chased parts which are incorporated in
his end products, and which are not a
significant element of production cost
to an indirect cost pool. Such practices
conform to this Standard.

(d) A contractor has one established
inventory for type ‘“R’ transformers.
The contractor allocates by the LIFO
method the current costs of the indi-
vidual units issued to Government con-
tracts. Such a practice would conform
to the requirements of this Standard.

(e) A contractor has established in-
ventories for various categories of ma-
terial which are used on Government
contracts. During the year the con-
tractor allocates the costs of the units
of the various categories of material
issued to contracts by the moving aver-
age cost method. The contractor uses
the LIFO method for tax and financial
reporting purposes and, at year end,
applies a pooled LIFO inventory ad-
justment for all categories of material
to Government contracts. This applica-
tion of pooled costs to Government
contracts would be a violation of this
Standard because the lump sum adjust-
ment to all of the various categories of
material is, in effect, a noncurrent re-
pricing of the material issues.

9904.411-61 Interpretation. [Reserved]

9904.411-62 Exemption.
None for this Standard.

9904.411-63 Effective date.

This Standard is effective as of April
17, 1992. Contracts with prior CAS-cov-
ered contract with full coverage shall
continue this Standard’s applicability
upon receipt of a contract to which
this Standard is applicable. For con-
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tractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s next full fiscal year begin-
ning after the receipt of a contract to
which this Standard is applicable.

9904.412 Cost accounting standard for
composition and measurement of
pension cost.

9904.412-10 [Reserved]

9904.412-20 Purpose.

(a) The purpose of this Standard
9904.412 is to provide guidance for de-
termining and measuring the compo-
nents of pension cost. The Standard es-
tablishes the basis on which pension
costs shall be assigned to cost account-
ing periods. The provisions of this Cost
Accounting Standard should enhance
uniformity and consistency in account-
ing for pension costs and thereby in-
crease the probability that those costs
are properly allocated to cost objec-
tives.

(b) This Standard does not cover the
cost of Employee Stock Ownership
Plans (ESOPs) that meet the definition
of a pension plan. Such plans are con-
sidered a form of deferred compensa-
tion and are covered under 9904.415.

[73 FR 23964, May 1, 2008]

9904.412-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this chapter 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection requires otherwise.

(1) Accrued benefit cost method means
an actuarial cost method under which
units of benefits are assigned to each
cost accounting period and are valued
as they accrue, that is, based on the
services performed by each employee in
the period involved. The measure of
normal cost under this method for each
cost accounting period is the present
value of the units of benefit deemed to
be credited to employees for service in
that period. The measure of the actu-
arial accrued liability at a plan’s meas-
urement date is the present value of
the units of benefit credited to employ-
ees for service prior to that date. (This

343



9904.412-30

method is also known as the Unit Cred-
it cost method without salary projec-
tion.)

(2) Actuarial accrued liability means
pension cost attributable, under the ac-
tuarial cost method in use, to years
prior to the current period considered
by a particular actuarial valuation. As
of such date, the actuarial accrued li-
ability represents the excess of the
present value of future benefits and ad-
ministrative expenses over the present
value of future normal costs for all
plan participants and beneficiaries.
The excess of the actuarial accrued 1li-
ability over the actuarial value of the
assets of a pension plan is the Un-
funded Actuarial Liability. The excess
of the actuarial value of the assets of a
pension plan over the actuarial accrued
liability is an actuarial surplus and is
treated as a negative unfunded actu-
arial liability.

(3) Actuarial assumption means an es-
timate of future conditions affecting
pension cost; for example, mortality
rate, employee turnover, compensation
levels, earnings on pension plan assets,
changes in values of pension plan as-
sets.

(4) Actuarial cost method means a
technique which uses actuarial as-
sumptions to measure the present
value of future pension benefits and
pension plan administrative expenses,
and which assigns the cost of such ben-
efits and expenses to cost accounting
periods. The actuarial cost method in-
cludes the asset valuation method used
to determine the actuarial value of the
assets of a pension plan.

(5) Actuarial gain and loss means the
effect on pension cost resulting from
differences between actuarial assump-
tions and actual experience.

(6) Actuarial valuation means the de-
termination, as of a specified date, of
the normal cost, actuarial accrued li-
ability, actuarial value of the assets of
a pension plan, and other relevant val-
ues for the pension plan.

(7) Assignable cost credit means the de-
crease in unfunded actuarial liability
that results when the pension cost
computed for a cost accounting period
is less than zero.

(8) Assignable cost deficit means the
increase in unfunded actuarial liability
that results when the pension cost
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computed for a qualified defined-ben-
efit pension plan exceeds the maximum
tax-deductible amount for the cost ac-
counting period determined in accord-
ance with the Internal Revenue Code at
Title 26 of the U.S.C.

(9) Assignable cost limitation means the
excess, if any, of the actuarial accrued
liability and the normal cost for the
current period over the actuarial value
of the assets of the pension plan.

(10) Defined-benefit pension plan
means a pension plan in which the ben-
efits to be paid or the basis for deter-
mining such benefits are established in
advance and the contributions are in-
tended to provide the stated benefits.

(11) Defined-contribution pension plan
means a pension plan in which the con-
tributions are established in advance
and the benefits are determined there-
by.

(12) Funded pension cost means the
portion of pension cost for a current or
prior cost accounting period that has
been paid to a funding agency.

(13) Funding agency means an organi-
zation or individual which provides fa-
cilities to receive and accumulate as-
sets to be used either for the payment
of benefits under a pension plan, or for
the purchase of such benefits, provided
such accumulated assets form a part of
a pension plan established for the ex-
clusive benefit of the plan participants
and their beneficiaries. The fair mar-
ket value of the assets held by the
funding agency as of a specified date is
the Funding Agency Balance as of that
date.

(14) Immediate-gain actuarial cost meth-
od means any of the several cost meth-
ods under which actuarial gains and
losses are included as part of the un-
funded actuarial liability of the pen-
sion plan, rather than as part of the
normal cost of the plan.

(156) Market value of the assets means
the sum of the funding agency balance
plus the accumulated value of any per-
mitted unfunded accruals belonging to
a pension plan. The Actuarial Value of
the Assets means the value of cash, in-
vestments, permitted unfunded accru-
als, and other property belonging to a
pension plan, as used by the actuary
for the purpose of an actuarial valu-
ation.
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(16) Multiemployer pension plan means
a plan to which more than one em-
ployer contributes and which is main-
tained pursuant to one or more collec-
tive bargaining agreements between an
employee organization and more than
one employer.

(17) Nonforfeitable means a right to a
pension benefit, either immediate or
deferred, which arises from an employ-
ee’s service, which is unconditional,
and which 1is legally enforceable
against the pension plan or the con-
tractor. Rights to benefits that do not
satisfy this definition are considered
forfeitable. A right to a pension benefit
is not forfeitable solely because it may
be affected by the employee’s or bene-
ficiary’s death, disability, or failure to
achieve vesting requirements. Nor is a
right considered forfeitable because it
can be affected by the unilateral ac-
tions of the employee.

(18) Normal cost means the annual
cost attributable, under the actuarial
cost method in use, to current and fu-
ture years as of a particular valuation
date, excluding any payment in respect
of an unfunded actuarial liability.

(19) Pay-as-you-go cost method means
a method of recognizing pension cost
only when benefits are paid to retired
employees or their beneficiaries.

(20) Pension plan means a deferred
compensation plan established and
maintained by one or more employers
to provide systematically for the pay-
ment of benefits to plan participants
after their retirement, provided that
the benefits are paid for life or are pay-
able for life at the option of the em-
ployees. Additional benefits such as
permanent and total disability and
death payments, and survivorship pay-
ments to beneficiaries of deceased em-
ployees may be an integral part of a
pension plan.

(21) Pension plan participant means
any employee or former employee of an
employer, or any member or former
member of an employee organization,
who is or may become eligible to re-
ceive a benefit from a pension plan
which covers employees of such em-
ployer or members of such organization
who have satisfied the plan’s participa-
tion requirements, or whose bene-
ficiaries are receiving or may be eligi-
ble to receive any such benefit. A par-
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ticipant whose employment status
with the employer has not been termi-
nated is an active participant of the
employer’s pension plan.

(22) Permitted unfunded accrual means
the amount of pension cost for non-
qualified defined-benefit pension plans
that is not required to be funded under
9904.412-50(d)(2). The Accumulated
Value of Permitted Unfunded Accruals
means the value, as of the measure-
ment date, of the permitted unfunded
accruals adjusted for imputed earnings
and for benefits paid by the contractor.

(23) Prepayment credit means the
amount funded in excess of the pension
cost assigned to a cost accounting pe-
riod that is carried forward for future
recognition. The Accumulated Value of
Prepayment Credits means the value,
as of the measurement date, of the pre-
payment credits adjusted for income
and expenses in accordance with
9904.413-50(c)(7) and decreased for
amounts used to fund pension costs or
liabilities, whether assignable or not.

(24) Projected benefit cost method
means either (i) any of the several ac-
tuarial cost methods which distribute
the estimated total cost of all of the
employees’ prospective benefits over a
period of years, usually their working
careers, or (ii) a modification of the ac-
crued benefit cost method that con-
siders projected compensation levels.

(256) Qualified pension plan means a
pension plan comprising a definite
written program communicated to and
for the exclusive benefit of employees
which meets the criteria deemed essen-
tial by the Internal Revenue Service as
set forth in the Internal Revenue Code
for preferential tax treatment regard-
ing contributions, investments, and
distributions. Any other plan is a Non-
qualified Pension Plan.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

[67 FR 141563, Apr. 17, 1992, as amended at 60
FR 16540, Mar. 30, 1995; 76 FR 81309, Dec. 27,
2011]

9904.412-40 Fundamental
ment.

(a) Components of pension cost. (1) For

defined-benefit pension plans, except

for plans accounted for under the pay-

require-
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as-you-go cost method, the components
of pension cost for a cost accounting
period are (i) the normal cost of the pe-
riod, (ii) a part of any unfunded actu-
arial liability, (iii) an interest equiva-
lent on the unamortized portion of any
unfunded actuarial liability, and (iv)
an adjustment for any actuarial gains
and losses.

(2) For defined-contribution pension
plans, the pension cost for a cost ac-
counting period is the net contribution
required to be made for that period,
after taking into account dividends and
other credits, where applicable.

(3) For defined-benefit pension plans
accounted for under the pay-as-you-go
cost method, the components of pen-
sion cost for a cost accounting period
are:

(i) The net amount of periodic bene-
fits paid for that period, and

(ii) An amortization installment, in-
cluding an interest equivalent on the
unamortized settlement amount, at-
tributable to amounts paid to irrev-
ocably settle an obligation for periodic
benefits due in current and future cost
accounting periods.

(b) Measurement of pension cost. (1)
For defined-benefit pension plans other
than those accounted for under the
pay-as-you-go cost method, the amount
of pension cost of a cost accounting pe-
riod shall be determined by use of an
immediate-gain actuarial cost method.

(2) Each actuarial assumption used to
measure pension cost shall be sepa-
rately identified and shall represent
the contractor’s best estimates of an-
ticipated experience under the plan,
taking into account past experience
and reasonable expectations. The valid-
ity of each assumption used shall be
evaluated solely with respect to that
assumption. Actuarial assumptions
used in calculating the amount of an
unfunded actuarial liability shall be
the same as those used for other com-
ponents of pension cost.

(3) For qualified defined benefit pen-
sion plans, the measurement of pension
costs shall recognize the requirements
of 9904.412-50(b)(7) for periods beginning
with the ‘‘Applicability Date of the
CAS Pension Harmonization Rule.”
However, paragraphs 9904.413-50(c)(8),
(9) and (12) are exempt from the re-
quirements of 9904.412-50(b)(7).
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(c) Assignment of pension cost. Except
costs assigned to future periods by
9904.412-50(c) (2) and (5), the amount of
pension cost computed for a cost ac-
counting period is assignable only to
that period. For defined-benefit pen-
sion plans other than those accounted
for under the pay-as-you-go cost meth-
od, the pension cost is assignable only
if the sum of (1) the unamortized por-
tions of assignable unfunded actuarial
liability developed and amortized pur-
suant to 9904.412-50(a)(1), and (2) the
unassignable portions of unfunded ac-
tuarial liability separately identified
and maintained pursuant to 9904.412—
50(a)(2) equals the total unfunded actu-
arial liability.

(d) Allocation of pension cost. Pension
costs assigned to a cost accounting pe-
riod are allocable to intermediate and
final cost objectives only if they meet
the requirements for allocation in
9904.412-50(d). Pension costs not meet-
ing these requirements may not be re-
assigned to any future cost accounting
period.

[60 FR 16541, Mar. 30, 1995, as amended at 76
FR 81309, Dec. 27, 2011]

9904.412-50 Techniques for
tion.

(a) Components of pension cost. (1) The
following portions of unfunded actu-
arial liability shall be included as a
separately identified part of the pen-
sion cost of a cost accounting period
and shall be included in equal annual
installments. Each installment shall
consist of an amortized portion of the
unfunded actuarial liability plus an in-
terest equivalent on the unamortized
portion of such liability. The period of
amortization shall be established as
follows:

(i) If amortization of an unfunded ac-
tuarial liability has begun prior to the
date this Standard first becomes appli-
cable to a contractor, no change in the
amortization period is required by this
Standard.

(ii) If amortization of an unfunded
actuarial liability has not begun prior
to the date this Standard first becomes
applicable to a contractor, the amorti-
zation period shall begin with the pe-
riod in which the Standard becomes ap-
plicable and shall be no more than 30
years nor less than 10 years. However,

applica-
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if the plan was in existence as of Janu-
ary 1, 1974, the amortization period
shall be no more than 40 years nor less
than 10 years.

(iii) Each increase or decrease in un-
funded actuarial liability resulting
from the institution of new pension
plans, from the adoption of improve-
ments, or other changes to pension
plans subsequent to the date this
Standard first becomes applicable to a
contractor shall be amortized over no
more than 30 years nor less than 10
years.

(iv) If any assumptions are changed
during an amortization period, the re-
sulting increase or decrease in un-
funded actuarial liability shall be sepa-
rately amortized over no more than 30
years nor less than 10 years.

(v) Actuarial gains and losses shall be
identified separately from unfunded ac-
tuarial liabilities that are being amor-
tized pursuant to the provisions of this
Standard. The accounting treatment to
be afforded to such gains and losses
shall be in accordance with Cost Ac-
counting Standard 9904.413.

(vi) Each increase or decrease in un-
funded actuarial liability resulting
from an assignable cost deficit or cred-
it, respectively, shall be amortized
over a period of 10 years.

(vii) Bach increase or decrease in un-
funded actuarial liability resulting
from a change in actuarial cost meth-
od, including the asset valuation meth-
od, shall be amortized over a period of
10 to 30 years. This provision shall not
affect the requirements of 9903.302 to
adjust previously priced contracts.

(2)(1) Except as provided in 9904.412—
50(d)(2), any portion of unfunded actu-
arial liability attributable to either
pension costs applicable to prior years
that were specifically unallowable in
accordance with then existing Govern-
ment contractual provisions or pension
costs assigned to a cost accounting pe-
riod that were not funded in that pe-
riod, shall be separately identified and
eliminated from any unfunded actu-
arial liability being amortized pursu-
ant to paragraph (a)(1) of this sub-
section.

(ii) Such portions of unfunded actu-
arial liability shall be adjusted for in-
terest based on the interest assumption
established in accordance with 9904.412—
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50(b)(4) without regard to 9904.412-
50(b)(7). The contractor may elect to
fund, and thereby reduce, such portions
of unfunded actuarial liability and fu-
ture interest adjustments thereon.
Such funding shall not be recognized
for purposes of 9904.412-50(d).

(3) A contractor shall establish and
consistently follow a policy for select-
ing specific amortization periods for
unfunded actuarial liabilities, if any,
that are developed under the actuarial
cost method in use. Such policy may
give consideration to factors such as
the size and nature of the unfunded ac-
tuarial liabilities. Except as provided
in 9904.412-50(c)(2) or 9904.413-50(c)(12),
once the amortization period for a por-
tion of unfunded actuarial liability is
selected, the amortization process shall
continue to completion.

(4) Any amount funded in excess of
the pension cost assigned to a cost ac-
counting period shall be accounted for
as a prepayment credit. The accumu-
lated value of such prepayment credits
shall be adjusted for income and ex-
penses in accordance with 9904.413-
50(c)(7) until applied towards pension
cost in a future accounting period. The
accumulated value of prepayment cred-
its shall be reduced for portions of the
accumulated value of prepayment cred-
its used to fund pension costs or to
fund portions of unfunded actuarial li-
ability separately identified and main-
tained in accordance with 9904.412—
50(a)(2). The accumulated value of any
prepayment credits shall be excluded
from the actuarial value of the assets
used to compute pension costs for pur-
poses of this Standard and Cost Ac-
counting Standard 9904.413.

(5) An excise tax assessed pursuant to
a law or regulation because of excess,
inadequate, or delayed funding of a
pension plan is not a component of pen-
sion cost. Income taxes paid from the
funding agency of a nonqualified de-
fined-benefit pension plan on earnings
or other asset appreciation of such
funding agency shall be treated as an
administrative expense of the fund and
not as a reduction to the earnings as-
sumption.

(6) For purposes of this Standard, de-
fined-benefit pension plans funded ex-
clusively by the purchase of individual
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or group permanent insurance or annu-
ity contracts, and thereby exempted
from the minimum funding require-
ments implemented by the Employee
Retirement Income Security Act of
1974 (ERISA), 29 U.S.C. 1001 et seq., as
amended, shall be treated as defined-
contribution pension plans. However,
all other defined-benefit pension plans
administered wholly or in part through
insurance company contracts shall be
subject to the provisions of this Stand-
ard relative to defined-benefit pension
plans.

(7) If a pension plan is supplemented
by a separately-funded plan which pro-
vides retirement benefits to all of the
participants in the basic plan, the two
plans shall be considered as a single
plan for purposes of this Standard. If
the effect of the combined plans is to
provide defined-benefits for the plan
participants, the combined plans shall
be treated as a defined-benefit plan for
purposes of this Standard.

(8) A multiemployer pension plan es-
tablished pursuant to the terms of a
collective bargaining agreement shall
be considered to be a defined-contribu-
tion pension plan for purposes of this
Standard.

(9) A pension plan applicable to a
Federally-funded Research and Devel-
opment Center (FFRDC) that is part of
a State pension plan shall be consid-
ered to be a defined-contribution pen-
sion plan for purposes of this Standard.

(b) Measurement of pension cost. (1)
For defined-benefit pension plans other
than those accounted for under the
pay-as-you-go cost method, the amount
of pension cost assignable to cost ac-
counting periods shall be measured by
an immediate-gain actuarial cost
method.

(2) Where the pension benefit is a
function of salaries and wages, the nor-
mal cost shall be computed using a pro-
jected benefit cost method. The normal
cost for the projected benefit shall be
expressed either as a percentage of pay-
roll or as an annual accrual based on
the service attribution of the benefit
formula. Where the pension benefit is
not a function of salaries and wages,
the normal cost shall be based on em-
ployee service.

(3) For defined-benefit plans ac-
counted for under the pay-as-you-go
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cost method, the amount of pension
cost assignable to a cost accounting pe-
riod shall be measured as the sum of:

(i) The net amount for any periodic
benefits paid for that period, and

(ii) The level annual installment re-
quired to amortize over 15 years any
amounts paid to irrevocably settle an
obligation for periodic benefits due in
current or future cost accounting peri-
ods.

(4) Actuarial assumptions shall re-
flect long-term trends so as to avoid
distortions caused by short-term fluc-
tuations.

(6) Pension cost shall be based on
provisions of existing pension plans.
This shall not preclude contractors
from making salary projections for
plans whose benefits are based on sala-
ries and wages, or from considering im-
proved benefits for plans which provide
that such improved benefits must be
made. For qualified defined benefit
plans whose benefits are subject to a
collectively bargained agreement(s)
and whose benefits are not based on
salaries and wages, the contractor may
recognize benefit improvements ex-
pected to occur in succeeding plan
years determined on the basis of the
average annual increase in benefits
over the 6 immediately preceding plan
years.

(6) If the evaluation of the validity of
actuarial assumptions shows that any
assumptions were not reasonable, the
contractor shall:

(i) Identify the major causes for the
resultant actuarial gains or losses, and

(ii) Provide information as to the
basis and rationale used for retaining
or revising such assumptions for use in
the ensuing cost accounting period(s).

(T) CAS Pension Harmonization Rule:
For qualified defined benefit pension
plans, the pension cost shall be deter-
mined in accordance with the provi-
sions of paragraph (b)(7)(i) of this sec-
tion.

(i) In any period that the sum of the
minimum actuarial liability and the
minimum normal cost exceeds the sum
of the actuarial accrued liability and
the normal cost, the contractor shall
measure and assign the pension cost
for the period in accordance with
9904.412 and 9904.413 by using the min-
imum actuarial liability and minimum
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normal cost as the actuarial accrued li-
ability and normal cost, respectively,
for all purposes unless otherwise ex-
cepted.

(ii) Special definitions to be used for
this paragraph:

(A) The minimum actuarial liability
shall be the actuarial accrued liability
measured under the accrued benefit
cost method and using an interest rate
assumption as described in 9904.412-
50(b)(7)(iii).

(B) The minimum normal cost shall be
the normal cost measured under the
accrued benefit cost method and using
an interest rate assumption as de-
scribed in 9904.412-50(b)(7)(iii). Antici-
pated administrative expense for the
period shall be recognized as a separate
incremental component of normal cost.

(iii) Actuarial Assumptions: The ac-
tuarial assumptions used to measure
the minimum actuarial liability and
minimum normal cost shall meet the
following criteria:

(A) The interest assumption used to
measure the pension cost for the cur-
rent period shall reflect the contrac-
tor’s best estimate of rates at which
the pension benefits could effectively
be settled based on the current period
rates of return on investment grade
fixed-income investments of similar
duration to the pension benefits and
that are in the top 3 quality levels
available, e.g., Moody’s’ single ‘A”
rated or higher;

(B) The contractor may elect to use
the same rate or set of rates, for in-
vestment grade corporate bonds of
similar duration to the pension bene-
fits, as may be published by the Sec-
retary of the Treasury and used for de-
termination of the minimum contribu-
tion required by ERISA. The contrac-
tor’s cost accounting practice includes
the election of the specific published
rate or set of rates and must be con-
sistently followed;

(C) For purposes of 9904.412-
50(b)(7)(ii)(A) and (B), use of current pe-
riod rates of return on investment
grade corporate bonds of similar dura-
tion to the pension benefits shall not
violate the provisions of 9904.412—
40(b)(2) and 9904.412-50(b)(4) regarding
the interest rate used to measure the
minimum actuarial liability and min-
imum normal cost; and
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(D) All actuarial assumptions, other
than interest assumptions, used to
measure the minimum actuarial liabil-
ity and minimum normal cost shall be
the same as the assumptions used else-
where in this Standard.

(c) Assignment of pension cost. (1)
Amounts funded in excess of the pen-
sion cost assigned to a cost accounting
period pursuant to the provisions of
this Standard shall be accounted for as
a prepayment credit and carried for-
ward to future accounting periods.

(2) For qualified defined-benefit pen-
sion plans, the pension cost measured
for a cost accounting period is assigned
to that period subject to the following
adjustments, in order of application:

(i) Any amount of pension cost meas-
ured for the period that is less than
zero shall be assigned to future ac-
counting periods as an assignable cost
credit. The amount of pension cost as-
signed to the period shall be zero.

(ii) When the pension cost equals or
exceeds the assignable cost limitation:

(A) The amount of pension cost, ad-
justed pursuant to paragraph (c)(2)(i) of
this subsection, shall not exceed the
assignable cost limitation,

(B) All amounts described in 9904.412—
50(a)(1) and 9904.413-50(a), which are re-
quired to be amortized, shall be consid-
ered fully amortized, and

(C) Except for portions of unfunded
actuarial liability separately identified
and maintained in accordance with
9904.412-50(a)(2), any portion of un-
funded actuarial liability, which occurs
in the first cost accounting period after
the pension cost has been limited by
the assignable cost limitation, shall be
considered an actuarial gain or loss for
purposes of this Standard. Such actu-
arial gain or loss shall exclude any in-
crease or decrease in unfunded actu-
arial liability resulting from a plan
amendment, change in actuarial as-
sumptions, or change in actuarial cost
method effected after the pension cost
has been limited by the assignable cost
limitation.

(iii) An amount of pension cost of a
qualified pension plan, adjusted pursu-
ant to paragraphs (c¢)(2)(i) and (ii) of
this subsection that exceeds the sum of
(A) the maximum tax-deductible
amount, determined in accordance
with the Internal Revenue Code at
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Title 26 of the U.S.C., and (B) the accu-
mulated value of prepayment credits,
shall be assigned to future accounting
periods as an assignable cost deficit.
The amount of pension cost assigned to
the current period shall not exceed the
sum of the maximum tax-deductible
amount and the accumulated value of
prepayment credits.

(3) The cost of nonqualified defined-
benefit pension plans shall be assigned
to cost accounting periods in the same
manner as qualified plans (with the ex-
ception of paragraph (c¢)(2)(iii) of this
subsection) under the following condi-
tions:

(i) The contractor, in disclosing or
establishing his cost accounting prac-
tices, elects to have a plan so ac-
counted for;

(ii) The plan is funded through the
use of a funding agency; and,

(iii) The right to a pension benefit is
nonforfeitable and is communicated to
the participants.

(4) The costs of nonqualified defined-
benefit pension plans that do not meet
all of the requirements in 9904.412—
50(c)(3) shall be assigned to cost ac-
counting periods using the pay-as-you-
go cost method.

(5) Any portion of pension cost meas-
ured for a cost accounting period and
adjusted in accordance with 9904.412-
50(c)(2) that exceeds the amount re-
quired to be funded pursuant to a waiv-
er granted under the provisions of
ERISA shall not be assigned to the cur-
rent period. Rather, such excess shall
be treated as an assignable cost deficit,
except that it shall be assigned to fu-
ture cost accounting periods using the
same amortization period as used for
ERISA purposes.

(d) Allocation of pension costs. The
amount of pension cost assigned to a
cost accounting period allocated to in-
termediate and final cost objectives
shall be limited according to the fol-
lowing criteria:

(1) Except for nonqualified defined-
benefit plans, the costs of a pension
plan assigned to a cost accounting pe-
riod are allocable to the extent that
they are funded.

(2) For nonqualified defined-benefit
pension plans that meet the criteria
set forth at 9904.412-50(c)(3), pension
costs assigned to a cost accounting pe-
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riod are fully allocable if they are
funded at a level at least equal to the
percentage of the complement (i.e.,
100% minus tax rate % = percentage of
assigned cost to be funded) of the high-
est published Federal corporate income
tax rate in effect on the first day of the
cost accounting period. If the con-
tractor is not subject to Federal in-
come tax, the assigned costs are allo-
cable to the extent such costs are fund-
ed. Funding at other levels and benefit
payments of such plans are subject to
the following:

(i) Funding at less than the foregoing
levels shall result in proportional re-
ductions of the amount of assigned cost
that can be allocated within the cost
accounting period.

(ii)(A) Payments to retirees or bene-
ficiaries shall contain an amount
drawn from sources other than the
funding agency of the pension plan
that is, at least, proportionately equal
to the accumulated value of permitted
unfunded accruals divided by an
amount that is the market value of the
assets of the pension plan excluding
any accumulated value of prepayment
credits.

(B) The amount of assigned cost of a
cost accounting period that can be al-
located shall be reduced to the extent
that such payments are drawn in a
higher ratio from the funding agency.

(iii) The permitted unfunded accruals
shall be identified and accounted for
yvear to year, adjusted for benefit pay-
ments directly paid by the contractor
and for interest at the actual annual
earnings rate on the funding agency
balance.

(3) For nonqualified defined-benefit
pension plans accounted for under the
pay-as-you-go method, pension costs
assigned to a cost accounting period
are allocable in that period.

(4) Funding of pension cost shall be
considered to have taken place within
the cost accounting period if it is ac-
complished by the corporate tax filing
date for such period including any per-
missible extensions thereto.

[60 FR 16542, Mar. 30, 1995, as amended at 61

FR 58011, Nov. 12, 1996; 76 FR 81310, Dec. 27,
2011]
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9904.412-60 Illustrations.

(a) Components of pension cost. (1)
Contractor A has insured pension plans
for each of two small groups of employ-
ees. One plan is exclusively funded
through a group permanent life insur-
ance contract and is exempt from the
minimum funding requirements of
ERISA. The other plan is funded
through a deposit administration con-
tract, which is a form of group deferred
annuity contract that is not exempt
from ERISA’s minimum funding re-
quirements. Both plans provide for de-
fined benefits. Pursuant to 9904.412—
50(a)(6), for purposes of this Standard
the plan financed through a group per-
manent insurance contract shall be
considered to be a defined-contribution
pension plan; the net premium required
to be paid for a cost accounting period
(after deducting dividends and any
credits) shall be the pension cost for
that period. However, the deposit ad-
ministration contract plan is subject
to the provisions of this Standard that
are applicable to defined-benefit plans.

(2) Contractor B provides pension
benefits for certain hourly employees
through a multiemployer defined-ben-
efit plan. Under the collective bar-
gaining agreement, the contractor pays
six cents into the fund for each hour
worked by the covered employees. Pur-
suant to 9904.412-50(a)(8), the plan shall
be considered to be a defined-contribu-
tion pension plan. The payments re-
quired to be made for a cost accounting
period shall constitute the assignable
pension cost for that period.

(3) Contractor C provides pension
benefits for certain employees through
a defined-contribution pension plan.
However, the contractor has a separate
fund that is used to supplement pen-
sion benefits for all of the participants
in the basic plan in order to provide a
minimum monthly retirement income
to each participant. Pursuant to
9904.412-50(a)(7), the two plans shall be
considered as a single plan for purposes
of this Standard. Because the effect of
the supplemental plan is to provide de-
fined-benefits for the plan’s partici-
pants, the provisions of this Standard
relative to defined-benefit pension
plans shall be applicable to the com-
bined plan.
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(4) Contractor D provides supple-
mental benefits to key management
employees through a nonqualified de-
fined-benefit pension plan funded by a
so-called ‘“‘Rabbi Trust.” The trust
agreement provides that Federal in-
come taxes levied on the earnings of
the Rabbi trust may be paid from the
trust. The contractor’s actuarial cost
method recognizes the administrative
expenses of the plan and trust, such as
broker and attorney fees, by adding the
prior year’s expenses to the current
year’s normal cost. The income taxes
paid by the trust on trust earnings
shall be accorded the same treatment
as any other administrative expense in
accordance with 9904.412-50(a)(5).

(5) (i) Contractor E has been using
the entry age normal actuarial cost
method to compute pension costs. The
contractor has three years remaining
under a firm fixed price contract sub-
ject to this Standard. The contract was
priced using the unfunded actuarial 1i-
ability, normal cost, and net amortiza-
tion installments developed using the
entry age normal method. The contract
was priced as follows:

ENTRY AGE NORMAL VALUES

Cost component Year 1 Year 2 Year 3
Normal cost .... $100,000 | $105,000 | $110,000
Amortization .... 50,000 50,000 50,000

Pension cost .............. 150,000 155,000 | 160,000

(ii) The contractor, after notifying
the cognizant Federal official, switches
to the projected unit credit actuarial
cost method. The unfunded actuarial
liability and normal cost decreased
when redetermined under the projected
unit credit method. Pursuant to
9904.412-50(a)(1)(vii), the contractor de-
termines that an annual installment
credit of $20,000 will amortize the de-
crease in unfunded actuarial liability
(UAL) over ten years. The following
pension costs are determined under the
projected unit credit method:

PROJECTED UNIT CREDIT VALUES

Cost component Year 1 Year 2 Year 3
Normal cost .........cc....... $80,000 $85,000 $90,000
Amortization:

Prior method .............. 50,000 50,000 50,000
UAL decrease ............ (20,000) | (20,000) | (20,000)
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PROJECTED UNIT CREDIT VALUES—Continued

Cost component Year 1 Year 2 Year 3

Pension cost .................. 110,000 115,000 120,000

(iii) The change in cost method is a
change in accounting method that de-
creased previously priced pension costs
by $40,000 per year. In accordance with
9903.302, Contractor E shall adjust the
cost of the firm fixed-price contract for
the remaining three years by $120,000
($40,000 x 3 years).

(6) Contractor F has a defined-benefit
pension plan for its employees. Prior to
being subject to this Standard the con-
tractor’s policy was to compute and
fund as annual pension cost normal
cost plus only interest on the unfunded
actuarial liability. Pursuant to
9904.412-40(a)(1), the components of pen-
sion cost for a cost accounting period
must now include not only the normal
cost for the period and interest on the
unfunded actuarial liability, but also
an amortized portion of the unfunded
actuarial liability. The amortization of
the liability and the interest equiva-
lent on the unamortized portion of the
liability must be computed in equal an-
nual installments.

(b) Measurement of pension cost. (1)
Contractor G has a pension plan whose
costs are assigned to cost accounting
periods by use of an actuarial cost
method that does not separately iden-
tify actuarial gains and losses or the
effect on pension cost resulting from
changed actuarial assumptions. Con-
tractor G’s method is not an imme-
diate-gain cost method and does not
comply with the provisions of 9904.412—
50(b)(1).

(2) For several years Contractor H
has had an unfunded nonqualified pen-
sion plan which provides for payments
of $200 a month to employees after re-
tirement. The contractor is currently
making such payments to several re-
tired employees and recognizes those
payments as its pension cost. The con-
tractor paid monthly annuity benefits
totaling $24,000 during the current
year. During the prior year, Contractor
H made lump sum payments to irrev-
ocably settle the benefit liability of
several participants with small bene-
fits. The annual installment to amor-
tize these lump sum payments over fif-
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teen years at the interest rate assump-
tion, which is based on expected rate of
return on investments and complies
with  9904.412-40(b)(2) and 9904.412-
50(b)(4), is $5,000. Since the plan does
not meet the criteria set forth in
9904.412-50(c)(3)(ii), pension cost must
be accounted for using the pay-as-you-
go cost method. Pursuant to 9904.412—
50(b)(3), the amount of assignable cost
allocable to cost objectives of that pe-
riod is $29,000, which is the sum of the
amount of benefits actually paid in
that period ($24,000) and the second an-
nual installment to amortize the prior
year’s lump sum settlements ($5,000).

(3) Contractor I has two qualified de-
fined-benefit pension plans that pro-
vide for fixed dollar payments to hour-
ly employees.

(i) Under the first plan, in which the
benefits are not subject to a collective
bargaining agreement, the contractor’s
actuary believes that the contractor
will be required to increase the level of
benefits by specified percentages over
the next several years based on an es-
tablished pattern of benefit improve-
ments. In calculating pension costs for
this first plan, the contractor may not
assume future benefits greater than
that currently required by the plan.

(ii) With regard to the second plan, a
collective bargaining agreement nego-
tiated with the employees’ labor union
provides that pension benefits will in-
crease by specified percentages over
the next several years. Because the im-
proved benefits are required to be
made, the contractor can consider not
only benefits increases required by the
collective bargaining agreement, but
may also consider subsequent benefit
increases based on the average increase
in benefits during the previous 6 years
in computing pension costs for the cur-
rent cost accounting period in accord-
ance with 9904.412-50(b)(5). The con-
tractor shall limit projected benefits to
the increases specified in the provi-
sions of the existing plan, as amended
by the collective bargaining agree-
ment, in accordance with 9904.412—
50(b)(5).

(4) In addition to the facts of 9904.412—
60(b)(3), assume that Contractor I was
required to contribute at a higher level
for ERISA purposes because the plan
was underfunded. To compute pension
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costs that are closer to the funding re-
quirements of ERISA, Contractor I de-
cides to ‘‘fresh start’ the unfunded ac-
tuarial liability being amortized pursu-
ant to 9904.412-50(a)(1); i.e., treat the
entire amount as a newly established
portion of unfunded actuarial liability,
which is amortized over 10 years in ac-
cordance with 9904.412-50(a)(1)(ii). Be-
cause the contractor has changed the
periods for amortizing the unfunded ac-
tuarial liability established pursuant
to 9904.412-50(a)(3), the contractor has
made a change in accounting practice
subject to the provisions of Cost Ac-
counting Standard 9903.302.

(c) Assignment of pension cost. (1) Con-
tractor J maintains a qualified defined-
benefit pension plan. The actuarial ac-
crued liability for the plan is $20 mil-
lion and is measured by the minimum
actuarial liability in accordance with
9904.412-50(b)(7)(ii) since the criterion
of 9904.412-50(b)(7(1) has been satisfied.
The actuarial value of the assets of $18
million is subtracted from the actu-
arial accrued liability of $20 million to
determine the total unfunded actuarial
liability of $2 million. Pursuant to
9904.412-50(a)(1), Contractor J has iden-
tified and is amortizing twelve sepa-
rate portions of unfunded actuarial 1i-
abilities. The sum of the unamortized
balances for the twelve separately
maintained portions of unfunded actu-
arial liability equals $1.8 million. In ac-
cordance with 9904.412-50(a)(2), the con-
tractor has separately identified, and
eliminated from the computation of
pension cost, $200,000 attributable to a
pension cost assigned to a prior period
that was not funded. The sum of the
twelve amortization bases maintained
pursuant to 9904.412-50(a)(1) and the
amount separately identified under
9904.412-50(a)(2) equals $2 million
($1,800,000 + 200,000). Because the sum of
all identified portions of unfunded ac-
tuarial liability equals the total un-
funded actuarial liability, the plan is
in actuarial balance and Contractor J
can assign pension cost to the current
cost accounting period in accordance
with 9904.412-40(c).

(2) Contractor K’s pension cost com-
puted for 2017, the current year, is $1.5
million. This computed cost is based on
the components of pension cost de-
scribed in 9904.412-40(a) and 9904.412-
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50(a) and is measured in accordance
with 9904.412-40(b) and 9904.412-50(b).
The assignable cost limitation, which
is defined at 9904.412-30(a)(9), is $1.3
million. In accordance with the provi-
sions of 9904.412-50(c)(2)(ii)(A), Con-
tractor K’s assignable pension cost for
2017 is limited to $1.3 million. In addi-
tion, all amounts that were previously
being amortized pursuant to 9904.412—
50(a)(1) and 9904.413-50(a) are considered
fully amortized in accordance with
9904.412-50(c)(2)(ii)(B). The following
year, 2018, Contractor K computes an
unfunded actuarial liability of $4 mil-
lion. Contractor K has not changed his
actuarial assumptions nor amended the
provisions of his pension plan. Con-
tractor K has not had any pension
costs disallowed or unfunded in prior
periods. Contractor K must treat the
entire $4 million of unfunded actuarial
liability as an actuarial loss to be am-
ortized over a ten-year period begin-

ning in 2018 in accordance with
9904.412-50(¢c)(2)(i1)(C) and 9904.413-
50(a)(2)(ii).

(3) Assume the same facts shown in
illustration  9904.412-60(c)(2), except
that in 2016, the prior year, Contractor
K’s assignable ©pension cost was
$800,000, but Contractor K only funded
and allocated $600,000. Pursuant to
9904.412-50(a)(2), the $200,000 of un-
funded assignable pension cost was sep-
arately identified and eliminated from
other portions of unfunded actuarial 1i-
ability. This portion of unfunded actu-
arial liability was adjusted for 8% in-
terest, which is the interest assump-
tion for 2016 and 2017, and was brought
forward to 2017 in accordance with
9904.412-50(a)(2).  Therefore, $216,000
($200,000 x 1.08) is excluded from the
amount considered fully amortized in
2017. The next year, 2018, Contractor K
must eliminate $233,280 ($216,000 x 1.08)
from the $4 million so that only
$3,766,720 is treated as an actuarial loss
in accordance with 9904.412—-
50(c)(2)(11)(C).

(4) Assume, as in 9904.412-60(c)(2), the
2017 pension cost computed for Con-
tractor K’s qualified defined-benefit
pension plan is $1.5 million and the as-
signable cost limitation is $1.7 million.
The accumulated value of prepayment
credits is $0. However, because of the
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limitation on tax-deductible contribu-
tions imposed by the Internal Revenue
Code at Title 26 of the U.S.C., Con-
tractor K cannot fund more than $1
million without incurring an excise
tax, which 9904.412-50(a)(5) does not
permit to be a component of pension
cost. In accordance with the provisions
of 9904.412-50(c)(2)(iii), Contractor K’s
assignable pension cost for the period
is limited to $1 million. The $500,000
($1.5 million—$1 million) of pension
cost not funded is reassigned to the
next ten cost accounting periods begin-
ning in 2018 as an assignable cost def-
icit in accordance with 9904.412-
50(a)(1)(vi).

(6) Assume the same facts for Con-
tractor K in 9904.412-60(c)(4), except
that the accumulated value of prepay-
ment credits equals $700,000. Therefore,
in addition to the $1 million tax-de-
ductible contribution which was depos-
ited on the first day of the plan year,
Contractor K could apply up to $700,000
of the accumulated value of prepay-
ment credits towards the pension cost
computed for the period. In accordance
with the provisions of 9904.412-
50(c)(2)(iii), the amount of pension cost
assigned to the current period shall not
exceed $1,700,000, which the sum of the
$1 million maximum tax-deductible
amount and $700,000 accumulated value
of prepayment credits. Contractor K’s
assignable pension cost for the period
is the full $1.5 million computed for the
period. A new prepayment credit of
$200,000 is created by the excess funding
after applying sum of the $1 million
contribution and $700,000 accumulated
value of prepayment credits towards
the $1.5 million assigned pension cost
($700,000 + $1,000,000—$1,500,000). The
$200,000 of remaining accumulated
value of prepayment credits is adjusted
for $14,460 of investment income allo-
cated in accordance with 9904.412-
50(a)(4) and 9904.413-50(c)(7) and the
sum of $214,460 is carried forward until
needed in future accounting periods in
accordance with 9904.412-50(a)(4) and
9904.412-50(c)(1).

(6) Assume the same facts for Con-
tractor K in 9904.412-60(c)(4), except
that the 2017 assignable cost limitation
is $1.3 million and the accumulated
value of prepayment credits is $0. Pen-
sion cost of $1.5 million is computed for
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the cost accounting period, but the as-
signable cost is limited to $1.3 million
in accordance with 9904.412—
50(c)(2)(ii)(A). Pursuant to 9904.412-
50(c)(2)(ii)(B), all existing amortization
bases maintained in accordance with
9904.412-50(a)(1) are considered fully
amortized. The assignable cost of $1.3
million is then compared to the max-
imum tax-deductible amount of $1 mil-
lion. Pursuant to 9904.412-50(c)(2)(iii),
Contractor K’s assignable pension cost
for the period is limited to $1 million.
The $300,000 ($1.3 million—$1 million)
excess of the assignable cost limitation
over the tax-deductible maximum is
assigned to future periods as an assign-
able cost deficit.

(7) Contractor L is currently amor-
tizing a large decrease in unfunded ac-
tuarial liability over a period of ten
years. A similarly large increase in un-
funded actuarial liability is being am-
ortized over 30 years. The absolute
value of the resultant net amortization
credit is greater than the normal cost
so that the pension cost computed for
the period is a negative $200,000. Con-
tractor L first applies the provisions of
9904.412-50(¢)(2)(1) and determines the
assignable pension cost is $0. The nega-
tive pension cost of $200,000 is assigned
to the next ten cost accounting periods
as an assignable cost credit in accord-
ance with 9904.412-50(a)(1)(vi). However,
when Contractor L applies the provi-
sions of 9904.412-50(c)(2)(ii), the assign-
able cost limitation is also $0. Because
the assignable cost of $0 determined
under 9904.412-50(c)(2)(i) is equal to the
assignable cost limitation, the assign-
able cost credit of $200,000 is considered
fully amortized along with all other
portions of unfunded actuarial liability
being amortized pursuant to 9904.412-
50(a)(1). Conversely, if the assignable
cost limitation had been greater than
zero, the assignable cost credit of
$200,000 would have carried-forward and
amortized in future periods.

(8) Contractor M has a qualified de-
fined-benefit pension plan which is
funded through a funding agency. It
computes $1 million of pension cost for
a cost accounting period. However, pur-
suant to a waiver granted under the
provisions of ERISA, Contractor M is
required to fund only $800,000. Under
the provisions of 9904.412-50(c)(b), the
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remaining $200,000 shall be accounted
for as an assignable cost deficit and as-
signed to the next five cost accounting
periods in accordance with the terms of
the waiver.

(9) Contractor N has a company-wide
defined-benefit pension plan, wherein
benefits are calculated on one consist-
ently applied formula. That part of the
formula  defining benefits within
ERISA limits is administered and re-
ported as a qualified plan and funded
through a funding agency. The remain-
der of the benefits are considered to be
a supplemental or excess plan which,
while it meets the criteria at 9904.412—
50(c)(3)(iii) as to nonforfeitability and
communication, is not funded. The
costs of the qualified portion of the
plan shall be comprised of those ele-
ments of costs delineated at 9904.412—
40(a)(1), while the supplemental or ex-
cess portion of the plan shall be ac-
counted for and assigned to cost ac-
counting periods under the pay-as-you-
go cost method provided at 9904.412-
40(a)(3) and 9904.412-50(c)(4).

(10) Assuming the same facts as in
9904.412-60(c)(9), except that Contractor
N funds its supplemental or excess plan
using a so-called ‘‘Rabbi Trust’” vehi-
cle. Because the nonqualified plan is
funded, the plan meets the criteria set
forth at 9904.412-50(c)(3)(ii). Contractor
N may account for the supplemental or
excess plan in the same manner as its
qualified plan, if it elects to do so pur-
suant to 9904.412-50(c)(3)(1).

(11) Assuming the same facts as in
9904.412-60(c)(10), except that under the
nonqualified portion of the pension
plan a former employee will forfeit his
pension benefit if the employee goes to
work for a competitor within three
years of terminating employment.
Since the right to a benefit cannot be
affected by the unilateral action of the
contractor, the right to a benefit is
considered to be nonforfeitable for pur-
poses of 9904.412-30(a)(17). The non-
qualified plan still meets the criteria
set forth at 9904.412-50(c)(3)(iii), and
Contractor N may account for the sup-
plemental or excess plan in the same
manner as its qualified plan, if it elects
to do so.

(12) Assume the same facts as in
9904.412-60(c)(11), except that Con-
tractor N, while maintaining a ‘‘Rabbi
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Trust” funding vehicle elects to have
the plan accounted for under the pay-
as-you-go cost method so as to have
greater latitude in annual funding deci-
sions. It may so elect pursuant to
9904.412-50(c)(3)(1).

(13) The assignable pension cost for
Contractor O’s qualified defined-benefit
plan is $600,000. For the same period
Contractor O contributes $700,000 which
is the minimum funding requirement
under ERISA. In addition, there exists
$75,000 of unfunded actuarial liability
that has been separately identified pur-
suant to 9904.412-50(a)(2). Contractor O
may use $75,000 of the contribution in
excess of the assignable pension cost to
fund this separately identified un-
funded actuarial liability, if he so
chooses. The effect of the funding is to
eliminate the unassignable $75,000 por-
tion of unfunded actuarial liability
that had been separately identified and
thereby eliminated from the computa-
tion of pension costs. Contractor O
shall then account for the remaining
$25,000 ([$700,000 — $600,000] — $75,000) of
excess contribution as a prepayment
credit in accordance with 9904.412—
50(a)(4).

(d) Allocation of pension cost. (1) As-
sume the same set of facts for Con-
tractor M in 9904.412-60(c)(8) except
there was no ERISA waiver; i.e., only
$800,000 was funded against $1 million
of assigned pension cost for the period.
Under the provisions of 9904.412—
50(d)(1), only $800,000 may be allocated
to Contractor M’s intermediate and
final cost objectives. The remaining
$200,000 of assigned cost, which has not
been funded, shall be separately identi-
fied and maintained in accordance with
9904.412-50(a)(2) so that it will not be
reassigned to any future accounting pe-
riods.

(2) Contractor P has a nonqualified
defined-benefit pension plan which cov-
ers benefits in excess of the ERISA lim-
its. Contractor P has elected to ac-
count for this plan in the same manner
as its qualified plan and, therefore, has
established a ‘‘Rabbi Trust” as the
funding agency. For the current cost
accounting period, the contractor com-
putes and assigns $100,000 as pension
cost. The contractor funds $65,000,
which is equivalent to a funding level
equal to the complement of the highest
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published Federal corporate income
tax rate of 35%. Under the provisions of
9904.412-50(d)(2), the entire $100,000 is
allocable to cost objectives of the pe-
riod.

(3) Assume the set of facts in 9904.412—
60(d)(2), except that Contractor P’s
contribution to the Trust is $59,800. In
that event, the provisions of 9904.412—
50(d)(2)(i) would limit the amount of
assigned cost allocable within the cost
accounting period to the percentage of
cost funded (i.e., $59,800/$65,000 = 92%).
This results in allocable cost of $92,000
(92% of $100,000) for the cost accounting
period. Under the provisions of 9904.412—
40(c) and 9904.412-50(d)(2)(i), respec-
tively, the unallocable $8,000 may not
be assigned to any future cost account-
ing period. In addition, in accordance
with 9904.412-50(a)(2), the $8,000 must be
separately identified and no amount of
interest on such separately identified
$8,000 shall be a component of pension
cost in any future cost accounting pe-
riod.

(4) Again, assume the set of facts in
9904.412-60(d)(2) except that, Contractor
P’s contribution to the Trust is $105,000
based on an interest assumption of 8%,
which is based on the expected rate of
return on investments and complies
with  9904.412-40(b)(2) and 9904.412-
50(b)(4). Under the provisions of
9904.412-50(d)(2) the entire $100,000 is al-
locable to cost objectives of the period.
In accordance with the provisions of
9904.412-50(c)(1) Contractor P has fund-
ed $5,000 ($105,000—$100,000) in excess of
the assigned pension cost for the pe-
riod. The $5,000 shall be accounted for
as a prepayment credit. Pursuant to
9904.412-50(a)(4), the $5,000 shall be ad-
justed for an allocated portion of the
total investment income and expenses
in accordance with 9904.412-50(a)(4) and
9904.413-50(c)(7). Allocated earnings and
expenses, and the prepayment credits,
shall be excluded from the actuarial
value of assets used to compute the
next year’s pension cost. For the cur-
rent period the net return on assets at-
tributable to investment income and
expenses was 6.5%. Therefore, the accu-
mulated value of prepayment credits of
$5,325 (5,000 x 1.065) may be used to fund
the next year’s assigned pension cost,
if needed.
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(5) Contractor Q maintains a non-
qualified defined-benefit pension plan
which satisfies the requirements of
9904.412-50(c)(3). As of the valuation
date, the reported funding agency bal-
ance is $3.4 million excluding any accu-
mulated value of prepayment credits.
When the adjusted funding agency bal-
ance is added to the accumulated value
of permitted unfunded accruals of $1.6
million, the market value of assets
equals $5.0 million ($3.4 million + $1.6
million) in accordance with 9904.412—
30(a)(13). During the plan year, retirees
receive monthly benefits totalling
$350,000. Pursuant to 9904.412—
50(d)(2)(i1)(A), at least 32% ($1.6 million
divided by $56 million) of these benefit
payments shall be made from sources
other than the funding agency. Con-
tractor Q, therefore, draws $238,000
from the funding agency assets and
pays the remaining $112,000 using gen-
eral corporate funds.

(6) Assume the same facts as 9904.412—
60(d)(b), except that by the time Con-
tractor Q receives its actuarial valu-
ation it has paid retirement benefits
equalling $288,000 from funding agency
assets. The contractor has made depos-
its to the funding agency equal to the
tax complement of the $500,000 assign-
able pension cost for the period. Pursu-
ant to 9904.412-50(d)(2)(ii)(B), the as-
signable $500,000 shall be reduced by
the $50,000 ($288,000—$238,000) of bene-
fits paid from the funding agency in ex-
cess of the permitted $238,000, unless
the contractor makes a deposit to re-
place the $50,000 inadvertently drawn
from the funding agency. If this correc-
tive action is not taken within the
time permitted by 9904.412-50(d)(4),
Contractor Q shall allocate only
$450,000 ($500,000-$50,000) to final cost
objectives. Furthermore, the $50,000,
which was thereby attributed to ben-
efit payments instead of funding, must
be separately identified and main-
tained in accordance with 9904.412—
50(a)(2).

(7) Contractor R has a nonqualified
defined-benefit plan that meets the cri-
teria of 9904.412-50(c)(3). For 1996, the
funding agency balance was $1,250,000
and the accumulated value of per-
mitted unfunded accruals was $600,000.
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During 1996 the earnings and apprecia-
tion on the assets of the funding agen-
cy equalled $125,000, benefit payments
to participants totalled $300,000, and
administrative expenses were $60,000.
All transactions occurred on the first
day of the period. In accordance with
9904.412-50(d)(2)(i1)(A), $200,000 of bene-
fits were paid from the funding agency
and $100,000 were paid directly from
corporate assets. Pension cost of
$400,000 was assigned to 1996. Based on
the current corporate tax rate of 35%,
$260,000 ($400,000 x (1—35%)) was depos-
ited into the funding agency at the be-
ginning of 1996. For 1997 the funding
agency balance is $1,375,000 ($1,250,000 +
$260,000 +  $125,000— $200,000 — $60,000).
The actual annual earnings rate of the
funding agency was 10% for 1996. Pursu-
ant to 9904.412-50(d)(2)(iii), the accumu-
lated value of permitted unfunded ac-
cruals is updated from 1996 to 1997 by:
(i) adding $140,000 (35% x $400,000),
which is the unfunded portion of the
assigned cost; (ii) subtracting the
$100,000 of benefits paid directly by the
contractor; and (iii) increasing the
value of the assets by $64,000 for im-
puted earnings at 10% (10% x ($600,000 +
$140,000 — $100,000)). The accumulated
value of permitted unfunded accruals
for 1997 is  $704,000 ($600,000 +
$140,000 — $100,000 + $64,000).

[60 FR 16544, Mar. 30, 1995, as amended at 76
FR 81311, Dec. 27, 2011]

9904.412-60.1 Illustrations—CAS Pen-
sion Harmonization Rule.

The following illustrations address
the measurement, assignment and allo-
cation of pension cost on or after the
Applicability Date of the CAS Harmo-
nization Rule. The illustrations
present the measurement, assignment
and allocation of pension cost for a
contractor that separately computes
pension costs by segment or aggrega-
tion of segments. The actuarial gain
and loss recognition of changes be-
tween measurements based on the ac-
tuarial accrued liability, determined
without regard to the provisions of
9904.412-50(b)7) and the minimum actu-
arial liability are illustrated in
9904.412-60.1(d). The structural format
for 9904.412.60.1 differs from the format
for 9904.412-60.

9904.412-60.1

(a) Description of the pension plan, ac-
tuarial assumptions and actuarial meth-
ods used for 9904.412-60.1 Illustrations—
(1) Introduction: Harmony Corporation
has a defined-benefit pension plan cov-
ering employees at seven segments, of
which some segments have contracts
that are subject to this Standard and
9904.413, while other segments perform
commercial work only. The demo-
graphic experience regarding employee
terminations for employees of Segment
1 is materially different from that of
the other six segments so that pursu-
ant to 9904.413-50(c)(2)(iii) the con-
tractor must separately compute the
pension cost for Segment 1. Because
the factors comprising pension cost for
Segments 2 through 7 are relatively
equal, the contractor computes pension
cost for these six segments in the ag-
gregate and allocates the aggregate
cost to segments on a composite basis.
Inactive employees are retained in the
segment from which they terminated
employment. The contractor has re-
ceived its annual actuarial valuation
for its qualified defined benefit pension
plan, which bases the pension benefit
on the employee’s final average salary.

(2) Actuarial Methods and Assumptions:
(i) Salary Projections: As permitted by
9904.412-50(b)(5), the contractor in-
cludes a projection of future salary in-
creases and uses the projected unit
credit cost method, which is an imme-
diate gain actuarial cost method that
satisfies the requirements of 9904.412—
40(b)(1) and 50(b)(1), for measuring the
actuarial accrued liability and normal
cost. The contractor uses the accrued
benefit cost method (also known as the
unit credit cost method without projec-
tion) to measure the minimum actu-
arial liability and minimum normal
cost. The accrued benefit cost method
satisfies 9904.412-50(b)(7)(ii) as well as
9904.412-40(b)(1) and 50(b)(1).

(ii) Interest Rates: (A) Assumed inter-
est rate used to measure the actuarial
accrued liability and normal cost: The
contractor’s basis for establishing the
expected rate of return on investments
assumption satisfies the criteria of
9904.412-40(b)(2) and 9904.412-50(b)(4).
This is referred to as the ‘‘assumed in-
terest rate” for purposes of this illus-
tration.
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(B) Corporate bond rate used to
measure the minimum actuarial liabil-
ity and minimum normal cost: For pur-
poses of measuring the minimum actu-
arial liability and minimum normal
cost the contractor has elected to use a
specific set of investment grade cor-
porate bond yield rates published by
the Secretary of the Treasury for
ERISA’s minimum funding require-
ments. The basis for establishing the
set of corporate bond rates meets the
requirements of 9904.412-50(b)(7)(iii)(A)
as permitted by 9904.412-50(b)(7)(iii)(B).
This set of rates is referred to as the
‘“‘corporate bond rates’ for purposes of
this illustration.

(iii) Mortality: The mortality assump-
tion is based on a table of generational
mortality rates published by the Sec-
retary of the Treasury and reflects re-
cent mortality improvements. This
table satisfies 9904.412-40(b)(2) which re-
quires assumptions to ‘‘represent the
contractor’s best estimates of antici-
pated experience under the plan, tak-
ing into account past experience and
reasonable expectations.”” The specific
table used for each valuation shall be
identified.

(iv) Termination of Employment: The
termination of employment (turnover)
assumption is based on an experience
study of Harmony Company employee
terminations or causes other than re-
tirement. Because the experience for
Segment 1 was materially different
from the experience for the rest of the
company, the termination of employee
assumption for Segment 1 was devel-
oped based on the experience of that
segment only in accordance with
9904.413-50(c)(2)(iii). The termination of
employment experiences for each of
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Segments 2 through 7 were materially
similar, and therefore the termination
of employee assumption for Segments 2
through 7 was developed based on the
experiences of those segments in the
aggregate.

(v) Actuarial Value of Assets: The valu-
ation of the actuarial value of assets
used for CAS 412 and 413 is based on a
recognized smoothing technique that
“provides equivalent recognition of ap-
preciation and depreciation of the mar-
ket value of the assets of the pension
plan.” The disclosed method also con-
strains the asset value to a corridor
bounded by 80% to 120% of the market
value of assets. This method for meas-
uring the actuarial value of assets sat-
isfies the provisions of 9904.413-50(b)(2).

(b) Measurement of Pension Costs.
Based on the pension plan, actuarial
methods and actuarial assumptions de-
scribed in 9904.412-60.1(a), the Harmony
Corporation determines that the pen-
sion plan, as well as Segment 1 and
Segments 2 through 7, have unfunded
actuarial liabilities and measures its
pension cost for plan year 2017 as fol-
lows:

(1) Asset Values: (i) Market Values of
Assets: The contractor accounts for the
market value of assets in accordance
with 9904.413-50(c)(7). The contractor
has elected to separately identify the
accumulated value of prepayment cred-
its from the assets allocated to seg-
ments. The accumulated value of pre-
payment credits are adjusted in accord-
ance with 9904.412-50(a)(4) and 9904.413-
50(c)(7). The market value of assets as
of January 1, 2017, including the accu-
mulated value of prepayment credits,
is summarized in Table 1.

TABLE 1—JANUARY 1, 2017, MARKET VALUE OF ASSETS

Segments 2 Accumulated
Total plan Segment 1 through 7 prepayments Note
Market Value of ASSEtS .........ccccoeeveiviriiiiiciiicinns $14,257,880 $1,693,155 $11,904,328 $660,397 1

Note 1: Information taken directly from the actuarial valuation report prepared for CAS 412 and 413 purposes and supporting

documentation.

(ii) Actuarial Value of Assets: Based on
the contractor’s disclosed asset valu-
ation method, and recognition of the
asset gain or loss, which is the dif-
ference between the expected income,
based on the assumed interest rate,

which complies with 9904.412-40(b)(2)
and 9904.412-50(b)(4), and the actual in-
come, including realized and unrealized
appreciation and depreciation for the
current and four prior periods as re-
quired by 9904.413-40(b), is delayed and
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amortized over a five-year period. The
portion of the appreciation and depre-
ciation that is deferred until future pe-
riods is subtracted from the market
value of assets to determine the actu-
arial value of assets for CAS 412 and 413
purposes. The actuarial value of assets

9904.412-60.1

cannot be less than 80%, or more than
120%, of the market value of assets.
The development of the actuarial value
of assets for the total plan, as well as
for Segment 1 and Segments 2 through
7, as of January 1, 2017 is shown in
Table 2.

TABLE 2—JANUARY 1, 2017, ACTUARIAL VALUE OF ASSETS

Segments 2 Accumulated
Total plan Segment 1 through 7 prepayments Note
Market Value at January 1, 2017 $14,257,880 $1,693,155 $11,904,328 $660,397 1
Total Deferred Appreciation .. (37,537) (4,398) (31,400) (1.739) 2
Unlimited Actuarial Value of Assets .......... 14,220,343 1,688,757 11,872,928 658,658
CAS 413 Asset Corridor 80% of Market
Value of Assets .... 11,406,304 1,354,524 9,523,462 528,318
Market Value at January 1, 14,257,880 1,693,155 11,904,328 660,397 1
120% of Market Value of Assets . 17,109,456 2,031,786 14,285,194 792,476
CAS Actuarial Value of Assets ... 14,220,343 1,688,757 11,872,928 658,658 3,4

Note 1: See Table 1.

Note 2: Information taken directly from the actuarial valuation report prepared for CAS 412 and 413 purposes and supporting

documentation.

Note 3: CAS Actuarial Value of Assets cannot be less than 80% of Market Value of Assets or more than 120% of Market

Value of Assets.

Note 4: The Actuarial Value of Assets are used in determination of any Unfunded Actuarial Liability or Unfunded Actuarial Sur-
plus regardless of whether the liability is based on the actuarial accrued liability measured without regard to 9904.412-50(b)(7)
or minimum actuarial liability measured in accordance with 9904.412-50(b)(7).

(2) Liabilities and Normal Costs: (i) Ac-
tuarial Accrued Liabilities and Normal
Costs: Based on the plan population
data and the disclosed methods and as-
sumptions for CAS 412 and 413 pur-
poses, the contractor measures the ac-
tuarial accrued liability and normal
cost on a going concern basis using an
assumed interest rate that satisfies the
requirements of 9904.412-40(b)(2) and
9904.412-50(b)(4). The actuarial accrued

liability and normal cost for each seg-
ment are measured based on the termi-
nation of employment assumption
unique to that segment. The actuarial
accrued liability and normal cost for
the total plan is the sum of the actu-
arial accrued liability and normal cost
for the segments. The actuarial ac-
crued liability and normal cost are
shown in Table 3.

TABLE 3—ACTUARIAL ACCRUED LIABILITIES AND NORMAL COSTS AS OF JANUARY 1, 2017

Segments 2
Total plan Segment 1 through 7 Notes
Actuarial Accrued Liability (AAL) $16,325,000 $2,100,000 $14,225,000 1
Normal COSt .....ccevveruenns . 910,700 89,100 821,600 1
Expense Load on NOrmal COSt ...t | e | s | o 1,2

Note 1: Information taken directly from the actuarial valuation report prepared for CAS 412 and 413 purposes and supporting
documentation. The actuarial accrued liability and normal cost are computed using the assumed interest rate in accordance with

9904.412-40(b)(2) and 9904.412.50(b)(4).

Note 2: Expected administrative expenses are implicitly recognized as part of the assumed interest rate.

(ii) Likewise, based on the plan popu-
lation data and the disclosed methods
and assumptions for CAS 412 and 413
purposes, the contractor measures the
minimum actuarial liability and min-
imum normal cost using a set of in-
vestment grade corporate bond yield
rates published by the Secretary of the
Treasury that satisfy the requirements

of 9904.412-50(b)(7)(iii). The minimum
actuarial liability and minimum nor-
mal cost for each segment are meas-
ured based on the termination of em-
ployment assumption for that segment.
The minimum actuarial liability and
minimum normal cost for the total
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plan is the sum of the actuarial ac-
crued liability and normal cost for the
segments as shown in Table 4.

TABLE 4—MINIMUM ACTUARIAL LIABILITIES AND MINIMUM NORMAL COSTS AS OF JANUARY 1, 2017

Segments 2
Total plan Segment 1 through 7 Notes
Minimum Actuarial Liability $16,636,000 $2,594,000 $14,042,000 1
Minimum Normal Cost ..... . . . 942,700 102,000 840,700 1
Expense Load on Minimum Normal Cost ..........cccccceeercinnenne 82,000 8,840 73,160 1,2

Note 1: Plan level information taken directly from the actuarial valuation report prepared for ERISA purposes and supporting
documentation and equals the sum of the data for the segments. Data for the segments is taken directly from the actuarial valu-
ation report prepared for CAS 412 and 413 purposes and supporting documentation.

Note 2: Anticipated annual administrative expenses are separately recognized as an incremental component of minimum nor-
mal cost in accordance with 9904.412-50(b)(7)(ii)(B).

(38) CAS Pension Harmonization Test: (1)
In accordance with 9904.412-50(b)(7)(i),
the contractor compares the sum of the
actuarial accrued liability and normal
cost plus any expense load, to the sum
of the minimum actuarial liability and

rately computes pension costs by seg-
ment, or aggregation of segments, the
applicability of 9904.412-50(b)(7)(1) is de-
termined separately for Segment 1 and
Segments 2 through 7. See Table 5,
which shows the application of the pro-

minimum normal cost plus any expense visions of 9904.412-50(b)(7)(i), i.e., the
load. Because the contractor sepa- CAS pension harmonization test.
TABLE 5—CAS PENSION HARMONIZATION TEST AT JANUARY 1, 2017
S ts 2
Total plan Segment 1 51?81:29157 Notes
(Note 1) (Note 2) (Note 2)
“Going Concern” Liability for PEriOd: ..........cccoeiviiiiiiiniiiiins | v | eereeiesieeseieneiene | e 3
Actuarial Accrued Liability $2,100,000 $14,225,000 4
Normal Cost ..... 89,100 821,600 4
Expense Load on NOrmal COSt ........cccccevvvrvienieninis | eviieriesiisieieienies | v | eresieeesieseneenes 4,5
Total Liability for Period .........ccccececiiiviiis | v 2,189,100 15,046,600
Minimum Liability for Period:
Minimum Actuarial Liability . 2,594,000 14,042,000 6
Minimum Normal Cost 102,000 840,700 6
Expense Load on Minimum Normal Cost . 8,840 73,160 6,7
Total Minimum Liability for Period ........c.cc.. | wooevvviieieiiniins 2,704,840 14,955,860

Note 1: Because the contractor determines pension costs separately for Segment 1 and Segments 2 through 7, the data for
the Total Plan is not needed for purposes of the 9904.412-50(b)(7)(i) determination.

Note 2: Because the contractor determines pension cost separately for Segment 1 and Segments 2 through 7, the 9904.412—
50(b)(7) CAS Pension Harmonization test is applied at the segment level to determine the larger of the Total Liability for Period
or the Total Minimum Liability for Period. For Segment 1, the larger Total Minimum Liability for Period determines the measure-
ment basis for the liability and normal cost. For Segments 2 through 7, the larger Total Liability for Period determines the meas-
urement basis for the liability and normal cost.

Note 3: The actuarial accrued liability and normal cost plus any expense load are computed using interest assumptions based
on long-term expectations in accordance with 9904.412-40(b)(2) and 9904.412-50(b)(4). For purposes of lllustration 9904.412—
60.1(b), the sum of these amounts are referred to as the “Going Concern” Liability for the Period.

Note 4: See Table 3.

Note 5: Because the contractor's assumed interest rate implicitly recognizes expected administrative expenses there is no ex-
plicit amount added to the normal cost.

Note 6: See Table 4.

Note 7: The contractor explicitly identifies the expected expenses as a separate component of the minimum normal cost, as
required by 9904.412-50(b)(7)(ii)(B).

(ii) As shown in Table 5 for Segment
1, the total minimum liability for the
period (minimum actuarial liability
and minimum normal cost) of $2,704,840
exceeds the total liability for the pe-
riod (actuarial accrued liability and
normal cost) of $2,189,100. Therefore,

the contractor must measure the pen-
sion cost for Segment 1 using the min-
imum actuarial liability and minimum
normal cost as the values of the actu-
arial accrued liability and normal cost
in accordance with 9904.412-50(b)(7)(i).
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In other words, the contractor sub-
stitutes the minimum actuarial liabil-
ity and minimum normal cost for the
actuarial accrued liability and normal
cost.

(iii) Conversely, as shown in Table 5
for Segments 2 through 7, the total li-
ability for the period of $15,046,600 ex-
ceeds the total minimum liability for
the period of $14,955,860 for Segments 2
through 7. Therefore, the contractor
must measure the pension cost using
the actuarial accrued liability and nor-
mal cost without regard for the min-
imum actuarial liability and minimum
normal cost.

(4) Measurement of Current Period Pen-
sion Cost: (i) To determine the pension
cost for Segment 1, the contractor
measures the unfunded actuarial liabil-
ity, pension cost without regard to
9904.412-50(c)(2) limitations, and the as-
signable cost limitation using the actu-
arial accrued liability and normal cost

9904.412-60.1

as measured by the minimum actuarial
liability and minimum normal cost, re-
spectively, which are based on the ac-
crued benefit cost method. This meas-
urement complies with the require-
ments of 9904.412-50(b)(7) and the defini-
tion of actuarial accrued liability,
9904.412-30(a)(2) and normal cost,
9904.412-30(a)(18).

(ii) To determine the pension cost for
Segments 2 through 7, the contractor
measures the unfunded actuarial liabil-
ity, pension cost without regard to
9904.412-50(c)(2) limitations, and the as-
signable cost limitation using the actu-
arial accrued liability and normal cost
based on the projected unit credit cost
method, which is the contractor’s es-
tablished cost accounting method and
the contractor’s assumed interest rate
based on long-term trends as required
by 9904.412-50(b)(4).

(iii) Unfunded Actuarial Liability
(Table 6):

TABLE 6—UNFUNDED ACTUARIAL LIABILITY AS OF JANUARY 1, 2017

Segment Segments
Total plan 1 2 through 7 Notes
(Note 1)
Actuarial Accrued Liability $16,819,000 $ 2,594,000 $14,225,000 2
CAS Actuarial Value of Assets .. (13,561,685) (1,688,757) (11,872,928) 3
Unfunded Actuarial Liability ...........cccoooiiiiieniniiiceesceee, 3,257,315 905,243 2,352,072

Note 1: Because the contractor determines pensions separately for Segment 1 and Segments 2 through 7, the values are the
sum of the values for Segment 1 and Segments 2 through 7.

Note 2: For Segment 1, the actuarial accrued liability is measured by the accrued benefit cost method as required by
9904.412-50(b)(7), i.e., the minimum actuarial liability as described in 9904.412-50(b)(7)(ii). See Table 4. For Segments 2
through 7, the actuarial accrued liability is measured by the projected unit credit cost method, which is the contractor's estab-
lished actuarial cost method since these the 9904.412-50(b)(7)(i) criterion was not met for these segments. See Table 3.

Note 3: See Table 2. The CAS Actuarial Value of Assets is used regardless of the basis for determining the liabilities. The
CAS Actuarial Value of Assets allocated to Segment 1 and Segments 2 through 7 excludes the accumulated value of prepay-
ment credits as required by 9904.412-50(a)(4).

(iv) Measurement of the Adjusted Pension Cost (Table 7):

TABLE 7—MEASUREMENT OF PENSION COST AT JANUARY 1, 2017

Segment Segments
Total plan 1 2 through 7 Notes
(Note 1)
Normal CoSt .......ccceveruennen $ 102,000 $821,600 2
Expense Load on Normal Cost .. 8,840 2,3
Amortization Installments 140,900 366,097 4
Measured Pension COSt ........cccceviviviiiniiiiciiicscce 1,439,437 251,740 1,187,697

Note 1: Because the contractor separately computes pension cost for Segment 1 and Segments 2 through 7, only the total
pension cost is shown.

Note 2: For Segment 1, the normal cost is measured by the accrued benefit cost method as required by 9904.412-50(b)(7),
i.e., the minimum normal cost as described in 9904.412-50(b)(7)(ii). See Table 4. For Segments 2 through 7, the normal cost is
measured by the contractor's established immediate gain cost method since these the 9904.412-50(b)(7)(i) criterion was not met
for these segments. See Table 3.

Note 3: Because the criterion of 9904.412-50(b)(7)(i) was met for Segment 1, the Normal Cost is measured by the Minimum
Normal Cost, which explicitly identifies the expected expenses as a separate component of the minimum normal cost in accord-
ance with 9904.412-50(b)(7)(ii)(B). See Table 4. For Segments 2 through 7, the normal cost is measured by the contractor’s es-
tablished immediate gain cost method, which implicitly recognizes expenses as a decrement to expected assumed interest rate,
since the 9904.412-50(b)(7)(i) criterion was not met for these segments. See Table 3.
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Note 4: Net amortization installment based on the unfunded actuarial liability of $3,257,315 ($905,243 for Segment 1, and
$2,352,072 for Segments 2 through 7) and the contractor's assumed interest rate in compliance with 9904.412-40(b)(2) and
9904.412-50(b)(4). See Table 6.

(c) Assignment of Pension Cost. In (1) Zero Dollar Floor: The contractor

9904.412-60.1(b), the Harmony Corpora-
tion measured the total pension cost to
be $1,439,437 ($251,740 for Segment 1 and
$1,187,697 for Segments 2 through 7).
The contractor must now determine if
any of the limitations of 9904.412-
50(c)(2) apply at the segment level.

compares the measured pension cost to

a zero dollar
9904.412-50(¢c)(2)(1).

floor as required by
In this case,

the

measured pension cost is greater than
zero and no assignable cost credit is es-
tablished. See Table 8.

TABLE 8—CAS 412-50(c)(2)(i) ZERO DOLLAR FLOOR AS OF JANUARY 1, 2017

Total plan SegTent zsﬁggg;]t% Notes
(Note 1)
Measured Pension Cost =$0 $251,740 $1,187,697 2
AsSIgNAbIE COSt Credit .....c.cceeieiiiesiieieieie st senrees | erreriesiesneinesenene | sreressesesesinennene | reeeeesensesse e 3

Note 1: Because the provisions of CAS 412-50(c)(2)(i) are applied at the segment level, no values are shown for the Total

Plan.

Note 2: See Table 7. The Assignable Pension Cost in accordance with 9904.412-50(c)(2)(i) is the greater of zero or the Har-

monized Pension Cost.

Note 3: There is no Assignable Cost Credit since the Measured Pension Cost is greater than zero.

(2) Assignable Cost Limitation: (i) As
required by 9904.412-50(c)(2)(ii), the con-
tractor measures the assignable cost
limitation amount. The pension cost
assigned to the period cannot exceed
the assignable cost limitation amount.
Because the measured pension cost for
Segment 1 met the harmonization cri-
terion of 9904.412-50(b)(7)(i), the assign-
able cost limitation is based on the

sum of the actuarial accrued liability
and normal cost plus expense load,
using the accrued benefit cost method
in accordance with 9904.412-50(b)(7)(ii).
Therefore, the actuarial accrued liabil-
ity and normal cost plus expense load
are measured by the minimum actu-
arial liability and minimum normal
cost plus expense load. See Table 9.

TABLE 9—CAS 412-50(c)(2)(ii) ASSIGNABLE COST LIMITATION AS OF JANUARY 1, 2017

Segment Segments

Total plan 1 2 through 7 Notes

(Note 1)
Actuarial Accrued Liability . $2,594,000 $14,225,000 2
Normal Cost .......ccccceueee 102,000 821,600 3
Expense Load on Normal Cost .. 8,840 4
Total Liability for Period .............c...... $2,704,840 $15,046,600
CAS Actuarial Value of Plan Assets (1,688,757) (11,872,928) 5
(A) Assignable Cost Limitation Amount $1,016,083 $3,173,672 6
(B) 412-50(c)(2)(i) Assigned Cost .... . $251,740 $1,187,697 7
(C) 412-50(c)(2)(ii) Assigned Cost ... $1,439,437 $251,740 $1,187,697 8

Note 1: Because the assignable cost limitation is applied at the segment level when pension costs are separately calculated
by segment or aggregation of segments, no values are shown for the Total Plan other than the Assigned Cost after consideration
of the Assignable Cost Limit.

Note 2: For Segment 1, the actuarial accrued liability is measured by the accrued benefit cost method as required by
9904.412-50(b)(7), i.e., the minimum actuarial liability as described in 9904.412-50(b)(7)(ii)(A). See Table 4. For Segments 2
through 7, the actuarial accrued liability is measured by the contractor’'s established immediate gain cost method since these the
9904.412-50(b)(7)(i) criterion was not met for these segments. See Table 3.

Note 3: For Segment 1, the normal cost is measured by the accrued benefit cost method as required by 9904.412-50(b)(7),
i.e., the minimum normal cost as described in 9904.412-50(b)(7)(ii)(B). See Table 4. For Segments 2 through 7, the normal cost
is measured by the contractor’s established immediate gain cost method since these the 9904.412-50(b)(7)(i) criterion was not
met for these segments. See Table 3.

Note 4: For Segment 1, the normal cost is measured by the accrued benefit cost method as required by 9904.412-50(b)(7),
i.e., the minimum normal cost as described in 9904.412-50(b)(7)(ii)(B), which explicitly identifies the expected expenses as a
separate component of the minimum normal cost. See Table 4. For Segments 2 through 7, the normal cost is measured by the
contractor’s established immediate gain cost method, which implicitly recognizes expenses as a decrement to the assumed inter-
est rate since these the 9904.412-50(b)(7)(i) criterion was not met for these segments. See Table 3.
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Note 5: See Table 2. The CAS Actuarial Value of Assets is used regardless of the basis for determining the liabilities. The
CAS Actuarial Value of Assets allocated to Segment 1 and Segments 2 through 7 excludes the accumulated value of prepay-
ment credits as required by 9904.412-50(a)(4).

Note 6: The Assignable Cost Limitation cannot be less than $0.

Note 7: See lllustration 9904.412-60.1(c)(1), Table 8.
Note 8: Lesser of lines (A) or (B).

(ii) As shown in Table 9, the con-
tractor determines that the measured
pension costs for Segment 1 and Seg-
ments 2 through 7 do not exceed the as-
signable cost limitation and are not
limited.

(3) Measurement of Tax-Deductible Lim-
itation on Assignable Pension Cost: (i) Fi-
nally, after limiting the measured pen-
sion cost in accordance with 9904.412—
50(c)(2)(i) and (ii), the contractor
checks to ensure that the total as-
signed pension cost will not exceed
$15,674,697, which is the sum of the

maximum tax-deductible contribution
($15,014,300), which is developed in the
actuarial valuation prepared for
ERISA, and the accumulated value of
prepayment credits ($660,397) shown in
Table 1. Since the tax-deductible con-
tribution and accumulated value of
prepayment credits are maintained for
the plan as a whole, these values are
allocated to segments based on the as-
signable pension cost after adjustment,
if any, for the assignable cost limita-
tion in accordance with 9904.413-
50(c)(1)(ii). See Table 10.

TABLE 10—CAS 412-50(c)(2)(iii) TAX-DEDUCTIBLE LIMITATION AS OF JANUARY 1, 2017

Segment Segments
Total plan 1 2 through 7 Notes
Maximum Tax-deductible Amount ... $15,014,300 $2,625,818 $12,388,482 1,2
Accumulated Prepayment Credits ... 660,397 115,495 544,902 3,4
(A) 412-50(c)(2)(iii) LIMItAtion ..........coveeveeerrrrereereeeeeeeeneneen $15,674,697 $2,741,313 $12,933,384
(B) 412-50(c)(2)(ii) Assigned Cost $1,439,437 $251,740 $1,187,697 5
Assigned Pension COSt ..........ccociviiiiinccinininsseecce $1,439,437 $251,740 $1,187,697 6

Note 1: The Maximum Deductible Amount for the Total Plan is obtained from the valuation report prepared for ERISA pur-

poses.

Note 2: The Maximum Tax-deductible Amount for the Total Plan is allocated to segments based on the assigned cost after ap-
plication of 9904.412-50(c)(2)(ii) in accordance with 9904.413-50(c)(1)(i) for purposes of this assignment limitation test.

Note 3: The Accumulated Prepayment Credits for the Total Plan are allocated to segments based on the assigned cost after
application of 9904.412-50(c)(2)(ii) in accordance with 9904.413-50(c)(1)(i) for purposes of this assignment limitation test.

Note 4: See Table 1.
Note 5: See Table 9.
Note 6: Lesser of lines (A) or (B).

(ii) For Segment 1, the assignable
pension cost of $251,740, measured after
considering the assignable cost limita-
tion, does not exceed the 9904.412—
50(c)(2)(iii) limit of $2,741,313. For Seg-
ments 2 through 7, the assignable pen-
sion cost of $1,187,697, measured after
considering the assignable cost limita-
tion, does not exceed the 9904.412—
50(c)(2)(iii) limit of $12,933,384.

(d) Actuarial Gain and Loss—Change in
Liability Basis. (1) Assume the same
facts shown in 9904.412-60.1(b) for Seg-
ment 1 of the Harmony Corporation for
2017. Table 11 shows the actuarial li-
abilities and normal costs plus any ex-
pense loads for Segment 1 for 2016
through 2018.

TABLE 11—SUMMARY OF LIABILITIES FOR SEGMENT 1 AS OF JANUARY 1

2016 2017 2018 Notes
“Going Concern” Liabilities for the Period:
Actuarial Accrued Liability ... $1,915,000 $2,100,000 $2,305,000 1
Normal Cost .......cccvuiiiiiiiie e 89,600 89,100 99,500 1
............................................................................ 1,2
Total Liability for Period ... $2,004,600 $2,189,100 $2,404,500
Minimum Liabilities for the Period:
Minimum Actuarial Liability $1,901,000 $2,594,000 $2,212,000 3
Minimum Normal Cost ... 83,800 102,000 96,500 3
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TABLE 11—SUMMARY OF LIABILITIES FOR SEGMENT 1 AS OF JANUARY 1—Continued

48 CFR Ch. 99 (10-1-24 Edition)

2016 2017 2018 Notes
Expense Load on Minimum Normal Cost ................ 8,300 8,840 9,300 3,4
Total Minimum Liability for Period .............. $1,993,100 $2,704,840 $2,317,800
Interest Basis as Determined by Segment's Liabilities for Pe-
FIO ot 9904.412— 9904.412— 9904.412— 5
50(b)(4) 50(b)(7)(iii) 50(b)(4)

Note 1: See Table 3 for 2017 values. For 2016 and 2018, the data for Segment 1 is taken directly from the actuarial valuation
report prepared for CAS 412 and 413 purposes and supporting documentation, including subtotals of the data by segment.

Note 2: Because the contractor’s interest assumption, which satisfies the requirements of 9904.412-40(b)(2) and 9904.412—
50(b)(4), implicitly recognizes expected administrative expenses there is no explicit amount shown for the normal cost.

Note 3: See Table 4 for 2017 values. For 2016 and 2018, the data for Segment 1 is taken directly from the actuarial valuation
report prepared for ERISA purposes and supporting documentation, including subtotals of the data by segment. The values for
2016 are based on the transitional minimum actuarial liability and transitional minimum normal cost measured in accordance with
9904.412-64.1(a) and (b).

Note 4: For purposes of determining minimum normal cost, the contractor explicitly identifies the expected administrative ex-
pense as a separate component as required by 9904.412-50(b)(7)(ii)(B).

Note 5: For determining the pension cost for the period, the measurements are based on the actuarial accrued liability and
normal cost unless the total minimum liability for the period exceeds the “Going Concern” total liability for the period. The meas-
urement basis was separately determined for each segment in accordance with 9904.412-50(b)(7)(i).

(2) For 2016, the sum of the minimum
actuarial liability and minimum nor-
mal cost does not exceed the sum of
the actuarial accrued liability and nor-
mal cost. Therefore the criterion of
9904.412-50(b)(7)(i) is not met, and the
actuarial accrued liability and normal
cost are used to compute the pension
cost for 2016. For 2017, the sum of the
minimum actuarial liability and min-
imum normal cost exceeds the sum of
the actuarial accrued liability and nor-
mal cost, and therefore the pension
cost is computed using minimum actu-

arial liability and minimum normal
cost as required by 9904.412-50(b)(7)(i).
For 2018, the sum of the minimum ac-
tuarial liability and minimum normal
cost does not exceed the sum of the ac-
tuarial accrued liability and normal
cost, and the actuarial accrued liabil-
ity and normal cost are used to com-
pute the pension cost for 2018 because
the criterion of 9904.412-50(b)(7)(i) is not
met. Table 12 shows the measurement
of the unfunded actuarial liability for
2016 through 2018.

TABLE 12—UNFUNDED ACTUARIAL LIABILITY FOR SEGMENT 1 AS OF JANUARY 1

2016 2017 2018 Notes
Current Year Actuarial Liability Basis ..........cccooeovveovncnncnnne. 9904.412— 9904.412— 9904.412— 1
50(b)(4) 50(b)(7)(iii) 50(b)(4)
Actuarial Accrued Liability .........oovevreeeienirieieeeeeeeeeeeeiea $1,915,000 $2,594,000 $2,305,000 1
CAS Actuarial Value of ASSES .........cccceeeeeiiveieeiiiiieeeeiieeeeeenns (1,500,000) (1,688,757) (1,894,486) 2
Unfunded Actuarial Liability (Actual) ........ccccoerevieciininnnnnnns $415,000 $905,243 $410,514

Note 1: See Table 11.

Note 2: The 2017 CAS Actuarial Value of Assets is developed in Table 2. For 2016 and 2018, the Actuarial Value of Assets
for Segment 1 is taken directly from the actuarial valuation report prepared for CAS 412 and 413 purposes and supporting

documentation.

(3) Except for changes in the value of
the assumed interest rate used to
measure the minimum actuarial liabil-
ity and minimum normal cost, there
were no changes to the pension plan’s
actuarial assumptions or actuarial cost

methods during the period of 2016
through 2018. The contractor’s actuary
measured the expected unfunded actu-
arial liability and determined the actu-
arial gain or loss for 2017 and 2018 as
shown in Table 13.

TABLE 13—MEASUREMENT OF ACTUARIAL GAIN OR LOSS FOR SEGMENT 1 AS OF JANUARY 1

2016 2017 2018 Notes
Actual Unfunded Actuarial Liability (Note 1) $905,243 $410,514 2
Expected Unfunded Actuarial Liability .... (381,455) (848,210) 3
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9904.412-63

TABLE 13—MEASUREMENT OF ACTUARIAL GAIN OR LOSS FOR SEGMENT 1 AS OF JANUARY 1—
Continued

2016 2017 2018 Notes

Actuarial Loss (Gain) .......

$523,788

$(437,696)

Note 1: The determination of the actuarial gain or loss that occurred during 2015 and measured on 2016 is outside the scope

of this lllustration.
Note 2: See Table 12.

Note 3: Information taken directly from the actuarial valuation report prepared for CAS 412 and 413 purposes and supporting
documentation. The expected unfunded actuarial liability is based on the prior unfunded actuarial liability updated based on the
assumed interest rate in compliance with 9904.412-40(b)(2) and 9904.412-50(b)(4). Note that in accordance with 9904.412—

50(b)(7)(iii)(D), the corporate bond yield rate is only used to determine the minimum actuarial liability but not to adjust the liability

for the passage of time.

(4) According to the actuarial valu-
ation report, the 2017 actuarial loss of
$523,788 includes a $494,000 actuarial
loss due to a change in measurement
basis from using an actuarial accrued
liability of $2,100,000 to using a min-
imum actuarial liability of $2,594,000,
including the effect of any change in
the interest rate basis. (See Table 11
for the actuarial accrued liability and
the minimum actuarial liability.) The
$494,000 loss ($2,594,000-$2,100,000) due to
the change in the liability basis is am-
ortized as part of the total actuarial
loss of $523,788 over a ten-year period in
accordance with 9904.412-50(a)(1)(v) and
9904.413-50(a)(2)(ii). Similarly, the next
year’s valuation report shows a 2018 ac-
tuarial gain of $437,696, which includes
a $93,000 actuarial gain ($2,305,000—
$2,212,000) due to a change from a min-
imum actuarial liability back to a an
actuarial accrued liability basis, which
includes the effect of any change in in-
terest rate basis. The $93,000 gain due
the change in the liability basis will be
amortized as part of the total $437,696
actuarial gain over a ten-year period in
accordance with 9904.412-50(a)(1) and
9904.413-50(a)(2)(ii).

[76 FR 81312, Dec. 27, 2011, as amended at 77
FR 43543, July 25, 2012]
9904.412-61 Interpretation. [Reserved]

9904.412-62 Exemption.
None for this Standard.

9904.412-63 Effective Date.

(a) This Standard is effective as of
February 27, 2012, hereafter known as
the “‘Effective Date’’, and is applicable
for cost accounting periods after June
30, 2012, hereafter known as the ‘“‘Im-
plementation Date.”

(b) Following the award of a contract
or subcontract subject to this Standard
on or after the Effective Date, contrac-
tors shall follow this Standard, as
amended, beginning with its next cost
accounting period beginning after the
later of the Implementation Date or
the award date of a contract or sub-
contract to which this Standard is ap-
plicable. The first day of the cost ac-
counting period that this Standard, as
amended, is first applicable to a con-
tractor or subcontractor is the ‘“Appli-
cability Date of the CAS Pension Har-
monization Rule”’ for purposes of this
Standard. Prior to the Applicability
Date of the CAS Pension Harmoni-
zation Rule, contractors or subcontrac-
tors shall follow the Standard in
9904.412 in effect prior to the Effective
Date.

(1) Following the award of a contract
or subcontract subject to this Standard
received on or after the Effective Date,
contractors with contracts or sub-
contracts subject to this Standard that
were received prior to the Effective
Date shall continue to follow the
Standard in 9904.412 in effect prior to
the Effective Date. Beginning with the
Applicability Date of the CAS Pension
Harmonization Rule, such contractors
shall follow this Standard, as amended,
for all contracts or subcontracts sub-
ject to this Standard.

(2) Following the award of a contract
or subcontract subject to this Standard
received during the period beginning on
or after the date published in the FED-
ERAL REGISTER and ending before the
Effective Date, contractors shall follow
the Standard in 9904.412 in effect prior
to the Effective Date. If another con-
tract or subcontract, subject to this
Standard, is received on or after the
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Effective Date, the provisions of
9904.412-63(b)(1) shall apply.

[76 FR 81319, Dec. 27, 2011, as amended at 77
FR 43543, July 25, 2012]

9904.412-64 Transition method.

To be acceptable, any method of
transition from compliance with
Standard 9904.412 in effect prior to
March 30, 1995, to compliance with the
Standard effective March 30, 1995, must
follow the -equitable principle that
costs, which have been previously pro-
vided for, shall not be redundantly pro-
vided for under revised methods. Con-
versely, costs that have not previously
been provided for must be provided for
under the revised method. This transi-
tion subsection is not intended to qual-
ify for purposes of assignment or allo-
cation, pension costs which have pre-
viously been disallowed for reasons
other than ERISA tax-deductibility
limitations. The sum of all portions of
unfunded actuarial liability identified
pursuant to Standard 9904.412, effective
March 30, 1995, including such portions
of unfunded actuarial liability deter-
mined for transition purposes, is sub-
ject to the provisions of 9904.412-40(c)
on requirements for assignment. The
method, or methods, employed to
achieve an equitable transition shall be
consistent with the provisions of
Standard 9904.412, effective March 30,
1995, and shall be approved by the con-
tracting officer. Examples and illustra-
tions of such transition methods in-
clude, but are not limited to, the fol-
lowing:

(a) Reassignment of certain prior un-
funded accruals. (1) Any portion of pen-
sion cost for a qualified defined-benefit
pension plan, assigned to a cost ac-
counting period prior to March 30, 1995,
which was not funded because such
cost exceeded the maximum tax-de-
ductible amount, determined in accord-
ance with ERISA, shall be assigned to
subsequent accounting periods, includ-
ing an adjustment for interest, as an
assignable cost deficit. However, such
costs shall be assigned to periods on or
after March 30, 1995, only to the extent
that such costs have not previously
been allocated as cost or price to con-
tracts subject to this Standard.

(2) Alternatively, the transition
method described in paragraph (d) of
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this subsection may be applied sepa-
rately to costs subject to paragraph
(a)(1) of this subsection.

(b) Reassignment of certain prior
unallocated credits. (1) Any portion of
pension cost for a defined-benefit pen-
sion plan, assigned to a cost account-
ing period prior to March 30, 1995,
which was not allocated as a cost or
price credit to contracts subject to this
Standard because such cost was less
than zero, shall be assigned to subse-
quent accounting periods, including an
adjustment for interest, as an assign-
able cost credit.

(2) Alternatively, the transition
method described in paragraph (d) of
this subsection may be applied sepa-
rately to costs subject to paragraph
(b)(1) of this subsection.

(c) Accounting for certain prior allo-
cated unfunded accruals. Any portion of
unfunded pension cost for a non-
qualified defined-benefit pension plan,
assigned to a cost accounting period
prior to March 30, 1995, that was allo-
cated as cost or price to contracts sub-
ject to this Standard, shall be recog-
nized in subsequent accounting periods,
including adjustments for imputed in-
terest and benefit payments, as an ac-
cumulated value of permitted unfunded
accruals.

(d) “Fresh start” alternative transition
method. The transition methods of
paragraphs (a)(1), (b)(1), and (c) of this
subsection may be implemented using
the so-called ‘‘fresh start” method
whereby a portion of the unfunded ac-
tuarial liability of a defined-benefit
pension plan, which occurs in the first
cost accounting period after March 30,
1995, shall be treated in the same man-
ner as an actuarial gain or loss. Such
portion of unfunded actuarial liability
shall exclude any portion of unfunded
actuarial liability that must continue
to be separately identified and main-
tained in accordance with 9904.412—
50(a)(2), including interest adjust-
ments. If the contracting officer al-
ready has approved a different amorti-
zation period for the fresh start amor-
tization, then such amortization period
shall continue.

(e) Change to pay-as-you-go method. A
change in accounting method subject
to 9903.302 will have occurred whenever
costs of a nonqualified defined-benefit
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pension plan have been accounted for
on an accrual basis prior to March 30,
1995, and the contractor must change
to the pay-as-you-go cost method be-
cause the plan does not meet the re-
quirement of 9904.412-50(c)(3), either by
election or otherwise. In such case, any
portion of unfunded pension cost, as-
signed to a cost accounting period
prior to March 30, 1995 that was allo-
cated as cost or price to contracts sub-
ject to this Standard, shall be assigned
to future accounting periods, including
adjustments for imputed interest and
benefit payments, as an accumulated
value of permitted unfunded accruals.
Costs computed under the pay-as-you-
go cost method shall be charged
against such accumulated value of per-
mitted unfunded accruals before such
costs may be allocated to contracts.

(f) Actuarial assumptions. The actu-
arial assumptions used to calculate as-
signable cost deficits, assignable cost
credits, or accumulated values of per-
mitted unfunded accruals for transi-
tion purposes shall be consistent with
the long term assumptions used for
valuation purposes for such prior peri-
ods unless the contracting officer has
previously approved the use of other
reasonable assumptions.

(g) Transition illustrations. Unless oth-
erwise noted, paragraphs (g) (1)
through (9) of this subsection address
pension costs and transition amounts
determined for the first cost account-
ing period beginning on or after the
date this revised Standard becomes ap-
plicable to a contractor. For purposes
of these illustrations an interest as-
sumption of 7% is presumed to be in ef-
fect for all periods.

(1) For the cost accounting period
immediately preceding the date this
revised Standard was applicable to a
contractor, Contractor S computed and
assigned pension cost of $1 million for
a qualified defined-benefit pension
plan. The contractor made a contribu-
tion equal to the maximum tax-deduct-
ible amount of $800,000 for the period
leaving $200,000 of assigned cost un-
funded for the period. Except for this
$200,000, no other assigned pension
costs have ever been unfunded or other-
wise disallowed. Using the transition
method of paragraph (a)(1) of this sub-
section, the contractor shall establish
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an assignable cost deficit equal to
$214,000 ($200,000 x 1.07), which is the
prior unfunded assigned cost plus inter-
est. If this assignable cost deficit
amount, plus all other portions of un-
funded actuarial liability identified in
accordance with 9904.412-50(a) (1) and
(2), equal the total unfunded actuarial
liability, pension cost may be assigned
to the current period.

(2) Assume that Contractor S in
9904.412-64(g)(1) priced the entire $1
million into firm fixed-price contracts.
In this case, no assignable cost deficit
amount may be established. In addi-
tion, the $214,000 ($200,000 x 1.07) shall
be separately identified and main-
tained in accordance with 9904.412—
50(a)(2). If all portions of unfunded ac-
tuarial liability identified in accord-
ance with 9904.412-50(a) (1) and (2),
equal the total unfunded actuarial li-
ability, pension cost may be assigned
to the period.

(3) Assume the same facts as in
9904.412-64(g)(1), except Contractor S
only funded and allocated $500,000. The
$300,000 of assigned cost that was not
funded, but could have been funded
without exceeding the tax-deductible
maximum, may not be recognized as an
assignable cost deficit. Instead, the
$300,000 must be separately identified
and maintained in accordance with
9904.412-50(a)(2). If the $321,000 ($300,000
x 1.07) plus the $214,000 already identi-
fied as an assignable cost deficit plus
all other portions of unfunded actu-
arial liability identified in accordance
with 9904.412-50(a) (1) and (2), equal the
total unfunded actuarial liability, pen-
sion cost may be assigned to the pe-
riod.

(4) Assume that, for Contractor S in
9904.412-64(g)(3), the only portion of un-
funded actuarial liability that must be
identified under 9904.412-50(a)(2) is the
$321,000. If Contractor S chooses to use
the ‘‘fresh start’” transition method,
the $321,000 of unfunded assigned cost
must be subtracted from the total un-
funded actuarial liability in accord-
ance with 9904.412-63(d). The net
amount of unfunded actuarial liability
shall then be amortized over a period of
fifteen years as an actuarial loss in ac-
cordance with 9904.412-50(a)(1)(v) and
Cost Accounting Standard 9904.413.
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(5) For the cost accounting period
immediately preceding the date this
revised Standard becomes applicable to
a contractor, Contractor T computed
and assigned pension cost of negative
$400,000 for a qualified defined-benefit
plan. Because the contractor could not
withdraw assets from the trust fund,
the contracting officer agreed that in-
stead of allocating a current period
credit to contracts, the negative costs
would be carried forward, with inter-
est, and offset against future pension
costs allocated to the contract. Using
the transition method of paragraph
(b)(1) of this subsection, the contractor
shall establish an assignable cost cred-
it equal to $428,000 ($400,000 x 1.07). If
this assignable cost credit amount,
plus all other portions of unfunded ac-
tuarial liability identified in accord-
ance with 9904.412-50(a) (1) and (2),
equals the total unfunded actuarial li-
ability, pension cost may be assigned
to the period.

(6) Assume that in 9904.412-64(g)(5),
following guidance issued by the con-
tracting agency the contracting officer
had deemed the cost for the prior pe-
riod to be $0. In order to satisfy the re-
quirements of 9904.412-40(c) and assign
pension cost to the current period,
Contractor S must account for the
prior period negative accruals that
have not been specifically identified.
Following the transition method of
paragraph (b)(1) of this subsection, the
contractor shall identify $428,000 as an
assignable cost credit.

(7) Assume the facts of 9904.412-
64(g)(5), except Contractor S uses the
“fresh start” transition method. In ad-
dition, for the current period the plan
is overfunded since the actuarial value
of the assets is greater than the actu-
arial accrued liability. In this case, an
actuarial gain equal to the negative
unfunded actuarial liability; i.e., actu-
arial surplus, is recognized since there
are no portions of unfunded actuarial
liability that must be identified under
9904.412-50(a)(2).

(8) Since March 28, 1989 Contractor U
has computed, assigned, and allocated
pension costs for a nonqualified de-
fined-benefit plan on an accrual basis.
The value of these past accruals, in-
creased for imputed interest at 7% and
decreased for benefits paid by the con-
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tractor, is equal to $2 million as of the
beginning of the current period. Con-
tractor U elects to establish a ‘“‘Rabbi
trust’” and the plan meets the other
criteria at 9904.412-50(c)(3). Using the
transition method of paragraph (c) of
this subsection, Contractor U shall rec-
ognize the $2 million as the accumu-
lated value of permitted unfunded ac-
cruals, which will then be included in
the market value and actuarial value
of the assets. Because the accumulated
value of permitted unfunded accruals is
exactly equal to the current period
market value of the assets, 100% of
benefits for the current period must be
paid from sources other than the fund-
ing agency in accordance with 9904.412—
50(d)(2)(ii).

(9) Assume that Contractor U in
9904.412-64(g)(8) establishes a funding
agency, but elects to use the pay-as-
you-go method for current and future
pension costs. Furthermore, plan par-
ticipants receive $500,000 in benefits on
the last day of the current period.
Using the transition method of para-
graph (e) of this subsection to ensure
prior costs are not redundantly pro-
vided for, the contractor shall establish
assets; i.e., an accumulated value of
permitted unfunded accruals, of $2 mil-
lion. Since these assets are sufficient
to provide for the current benefit pay-
ments, no pension costs can be allo-
cated in this period. Furthermore, pre-
viously priced contracts subject to this
Standard shall be adjusted in accord-
ance with 9903.302. The accumulated
value of permitted unfunded accruals
shall be carried forward to the next pe-
riod by adding $140,000 (7% x $2 million)
of imputed interest, and subtracting
the $500,000 of benefit payments made
by the contractor. The accumulated
value of permitted unfunded accruals
for the next period equals $1,640,000 ($2
million + $140,000—$500,000).

[60 FR 16547, Mar. 30, 1995; 60 FR 20248, Apr.
25, 1995]

9904.412-64.1 Transition Method for
the CAS Pension Harmonization
Rule.

Contractors or subcontractors that
become subject to the Standard, as
amended, during the Pension Harmoni-
zation Transition Period shall recog-
nize the change in cost accounting
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method in accordance with paragraphs
(a) and (b).

(a) The Pension Harmonization Rule
Transition Period is the five cost ac-
counting periods beginning with a con-
tractor’s first cost accounting period
beginning after June 30, 2012, and is
independent of the receipt date of a
contract or subcontract subject to this
Standard. The Pension Harmonization
Rule Transition Period begins on the
first day of a contractor’s first cost ac-
counting period that begins after June
30, 2012.

(b) Phase in of the Minimum Actu-
arial Liability and Minimum Normal
Cost. During each successive account-
ing period of Pension Harmonization
Rule Transition Period, the contractor
shall recognize on a scheduled basis the
amount by which the minimum actu-
arial liability differs from the actu-
arial accrued liability; and the amount
by which the sum of the minimum nor-
mal cost plus any expense load differs
from the sum of the normal cost plus
any expense load.

(1) For purposes of determining the
amount of the difference, the minimum
actuarial liability and minimum nor-
mal cost shall be measured in accord-
ance with 9904.412-50(b)(7)(ii).

(2) During each successive accounting
period of the Pension Harmonization
Rule Transition Period, the transi-
tional minimum actuarial liability
shall be set equal to the actuarial ac-
crued liability adjusted by an amount
equal to the difference between the
minimum actuarial liability and actu-
arial accrued liability, multiplied by
the scheduled applicable percentage for
that period. The sum of the transi-
tional minimum normal cost plus any
expense load shall be set equal to the
sum of normal cost plus any expense
load, adjusted by an amount equal to
the difference between the minimum
normal cost and the normal cost, plus
expense loads, multiplied by the sched-
uled applicable percentage for that pe-
riod.

(3) The scheduled applicable percent-
ages for each successive accounting pe-
riod of the Pension Harmonization
Rule Transition Period are as follows:
0% for the First Cost Accounting Pe-
riod, 25% for the Second Cost Account-
ing Period, 50% for the Third Cost Ac-
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counting Period, 75% for the Fourth
Cost Accounting Period, and 100% for
the Fifth Cost Accounting Period.

(4) The transitional minimum actu-
arial liability and transitional min-
imum normal cost measured in accord-
ance with this provision shall be used
for purposes of the 9904.412-50(b)(7) min-
imum actuarial liability and minimum
normal cost.

(5) The actuarial gain or loss attrib-
utable to experience since the prior
valuation, measured as of the First
Cost Accounting Period of the Pension
Harmonization Rule Transition Period,
shall be amortized over a ten-year pe-
riod in accordance with 9904.413-
50(a)(2)(ii).

(c) Transition Illustration. Assume
the same facts for the Harmony Cor-
poration in Illustration 9904.412-60.1(a)
and (b), except that this is the Fourth
Cost Accounting Period of the Pension
Harmonization Rule Transition Period.
As in Illustration 9904.412-60.1(a) and
(b), the contractor separately computes
pension costs for Segment 1, and com-
putes pension costs for Segments 2
through 7 in the aggregate. The con-
tractor has two actuarial valuations
prepared: one measures the actuarial
accrued liability and normal cost using
the contractor’s expected rate of re-
turn on investments assumption, in ac-
cordance with 9904.412-40(b)(2) and
9904.412-50(b)(4), and the other valu-
ation measures the minimum actuarial
liability and minimum normal cost
based on the assumed current yields on
investment quality corporate bonds in
accordance with 9904.412-50(b)(7)(iii)(A).
The actuarial valuations present the
values subtotaled for each segment and
in total for the plan as a whole.

(1) The contractor applies 9904.412—
64.1(b) as follows:

(i) (A) For Segment 1, the $494,000
($2,594,000—$2,100,000) difference be-
tween the minimum actuarial liability
and the actuarial accrued liability is
multiplied by 75%. Therefore for Seg-
ment 1, the minimum actuarial liabil-
ity for purposes of 9904.412-50(b)(7) is
adjusted to a transitional minimum ac-
tuarial liability of $2,470,500 ($2,100,000
+ [75% x $494,000]).

(B) For Segments 2 through 7, the
($183,000) difference
($14,042,000 — $14,225,000) between the
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minimum actuarial liability and the
actuarial accrued liability is multi-
plied by 75%. For Segment 2 through 7,
the minimum actuarial liability for
purposes of 9904.412-50(b)(7) is adjusted
to a transitional minimum actuarial 1i-
ability of $14,087,750 ($14,225,000 + [75% x
($183,000)]).

48 CFR Ch. 99 (10-1-24 Edition)

(C) The computation of the transi-
tional minimum actuarial liability
that incrementally recognizes the dif-
ference between the minimum actu-
arial liability and the actuarial ac-
crued liability for Segment 1, and for
Segments 2 through 7, is shown in
Table 1 below:

TABLE 1—DEVELOPMENT OF TRANSITIONAL MINIMUM ACTUARIAL LIABILITY FOR FOURTH TRANSITION

PERIOD
Segments 2
Total plan Segment 1 th?ough 7 Notes
(NOtE 1) | o | e
Minimum Actuarial Liability ...........ccccoovviiiiiiiiiiiiiiniiins | v, $2,594,000 $14,042,000 2
(2,100,000) (14,225,000) 3
Actuarial Accrued Liability ............cocooeiiriiiiiinieeceneneees | e (2,100,000) (14,225,000) | «ooveveeennene
Actuarial Accrued Liability Difference . $494,000 $(183,000) 4
Phase In Percentage (Period 4) 75% 75% 5
Phase In Liability Difference . $370,500 $(137,250) 6
Actuarial Accrued Liability 2,100,000 14,225,000 6
Transitional Minimum:
Actuarial Liability ..........ccccoooiiiiiiiiiiciiiiiies | e $2,470,500 $14,087,750

Note 1: The values for the Total Plan are not shown because the 9904.412-50(b)(7)(i) threshold criterion is applied separately

for each segment.
Note 2: See lllustration 9904.412-60.1(b)(2)(ii), Table 4.
Note 3: See lllustration 9904.412-60.1(b)(2)(i), Table 3.

Note 4: The phase in percentage will be applied to positive or negative differences in the actuarial liabilities, since the purpose
of the phase in is to incrementally move the measurement away from the actuarial accrued liability to the minimum actuarial li-
ability, regardless of the direction of the movement.

Note 5: Appropriate transition percentage for the Fourth Cost Accounting Period of the Pension Harmonization Rule Transition
Period as stipulated in 9904.412-64.1(b)(3).

Note 6: The actuarial accrued liability is adjusted by the phase in difference between liabilities, either positive or negative, in

accordance with 9904.412-64.1(b)(2).

(ii) (A) For Segment 1, the $21,740
($110,840-$89,100) difference between the
minimum normal cost and the normal
cost, plus expense loads, is multiplied
by 75%. Therefore for Segment 1, the
minimum normal cost plus expense
load, for purposes of 9904.412-50(b)(7), is
adjusted to a transitional minimum
normal cost plus expense load of
$105,405 ($89,100 + [75% x $21,740]).

(B) For Segments 2 through 7, the
92,260 ($913,860—$821,600) difference be-
tween the minimum normal cost and

the normal cost, plus expense loads, is
multiplied by 75%. Therefore, for Seg-
ments 2 through 7, the minimum nor-
mal cost for purposes of 9904.412-50(b)(7)
is adjusted to a transitional minimum
normal cost plus expense load of
$890,795 ($821,600 + [75% x $92,260]).

(C) The computation of the transi-
tional minimum normal cost plus ex-
pense load for Segment 1, and for Seg-
ments 2 through 7, is shown in Table 2
below:

TABLE 2—DEVELOPMENT OF TRANSITIONAL MINIMUM NORMAL COST FOR FOURTH TRANSITION

PERIOD
Segments 2

Total plan Segment 1 through 7 Notes

(NOtE 1) |t | e
Minimum Normal Cost ..... $102,000 $840,700 2
Expense Load on Normal Cost .... 8,840 73,160 2,3
Minimum Normal Cost Plus Expense Load $110,840 $913,860 2
Normal Cost Plus Expense Load (89,100) (821,600) 4
DIffEIENCE ..oiiceeeeeec ettt ere e earee e enneees | eereeiaaeeeeeae e e $21,740 $92,260 5
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TABLE 2—DEVELOPMENT OF TRANSITIONAL MINIMUM NORMAL COST FOR FOURTH TRANSITION
PERIOD—Continued

Segments 2
Total plan Segment 1 through 7 Notes
Phase In Percentage (Period 4) ..........ccccccoiiiiiiiniiiiiiinins | o 75% 75% 6
Phase In Normal Cost Difference . $16,305 $69,195 7
Normal Cost Plus Expense Load .. 89,100 821,600 7
Transitional Minimum:
Normal Cost Plus Expense Load ...........ccccoeevvevnies | evviiiiieneneneees $105,405 $890,795

Note 1: The values for the Total Plan are not shown because the 9904.412-50(b)(7)(i) threshold criterion is applied separately

for each segment.
Note 2: See lllustration 9904.412-60.1(b)(2)(ii), Table 4.

Note 3: For minimum normal cost valuation purposes, the contractor explicitly identifies the expected administrative expenses
as a separate component of minimum normal cost.

Note 4: See lllustration 9904.412-60.1(b)(2)(i), Table 3. Expected expenses are implicitly recognized as part of the contrac-
tor's expected rate of return on investments assumption.

Note 5: The phase in percentage will be applied to positive and negative differences in the normal costs plus expense loads,
since the purpose of the phase in is to incrementally move the measurement from the normal cost plus expense load, to the min-
imum normal cost plus expense load, regardless of the direction of the movement.

Note 6: Appropriate transition percentage for the Fourth Cost Accounting Period of the Pension Harmonization Rule Transition
Period stipulated in 9904.412-64.1(b)(3).

Note 7: The sum of the normal cost plus expense load is adjusted by the phase in difference between normal costs, either
positive or negative, in accordance with 9904.412-64.1(b)(2).

(2) The contractor applies the provi-
sions of with 9904.412-50(b)(7)(i) using
the transitional minimum actuarial li-
ability and transitional minimum nor-
mal cost plus expense load, in accord-
ance with 9904.412-64.1(b)(4).

(i) The comparison of the sum of the
actuarial accrued liability and normal

cost plus expense load, and the sum of
the transitional minimum actuarial li-
ability and minimum normal cost plus
expense load, for Segment 1, and for
Segments 2 through 7, is summarized

in Table 3 below:

TABLE 3—SUMMARY OF LIABILITY AND NORMAL COST VALUES FOR FOURTH TRANSITION PERIOD

Segments 2
Total plan Segment 1 through 7 Notes
(NOte 1) | oo | e
“Going Concern” Liabilities for Period:
Actuarial Accrued Liability $2,100,000 $14,225,000 2
Normal Cost Plus Expense Load 89,100 821,600 3
Total Liability for Period 2,189,100 15,046,600
Transitional Minimum Liabilities for the Period:
Transitional Minimum Actuarial Liability ..........cccocoee | viviiiciiiinenees 2,470,500 14,087,750 1
Transitional Minimum Normal Cost Plus Expense
LOAA i | e 105,405 890,795 3
Total Transitional Minimum Liability for Period ........ | ..o, 2,575,905 14,978,545 4

Note 1: The values for the Total Plan are not shown because the 9904.412-50(b)(7)(i) threshold criterion is applied separately

for each segment.
Note 2: See Table 1.
Note 3: See Table 2.

Note 4: If the threshold criterion is met, then the pension cost for the period is measured based on the Transitional Minimum
Actuarial Liability and Transition Normal Cost Plus Expense Load.

(ii) For Segment 1, the Total Transi-
tional Minimum Liability for the Pe-
riod of $2,575,905 exceeds the total 1li-
ability for the period of $2,189,100. (See
Table 3.) Therefore, in accordance with
9904.412-50(b)(7)(i), the pension cost for
Segment 1 is measured using the actu-
arial accrued liability and normal cost

as measured by the transitional min-
imum actuarial liability and transi-
tional minimum normal cost, which
are based on the accrued benefit cost
method. This measurement complies
with the requirements of 9904.412—
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50(b)(7) and with the definition of actu-
arial accrued liability, 9904.412-30(a)(2),
and normal cost, 9904.412-30(a)(18).

48 CFR Ch. 99 (10-1-24 Edition)

which are based on the projected ben-
efit cost method.
(3) The contractor computes the pen-

sion cost for the period in accordance
with the provisions of 9904.412-
50(b)(7)(i), which considers the transi-
tional minimum actuarial liability and
transitional minimum normal cost plus
expense load, in accordance with
9904.412-64.1(b).

(i) The contractor computes the un-
funded actuarial liability as shown in
Table 4 below:

TABLE 4—UNFUNDED ACTUARIAL LIABILITY FOR FOURTH TRANSITION PERIOD

(iii) For Segments 2 through 7, the
total liability for the period of
$15,046,600 exceeds the Total Transi-
tional Minimum Liability for the Pe-
riod of $14,978,545. (See Table 3.) There-
fore, in accordance with 9904.412—
50(b)(7)(1), the pension cost for Segment
2 through 7 is measured using the actu-
arial accrued liability and normal cost,

Total Segment Segments
Plan 1 2 through 7 Notes
(Note 1)
Actuarial Accrued Liability $2,470,500 $14,225,000 2
CAS Actuarial Value of Assets .. (1,688,757) (11,872,928) 3
Unfunded Actuarial Liability ... 781,743 2,352,072

Note 1: The values for the Total Plan are not shown because the 9904.412-50(b)(7)(i) threshold criterion is applied separately
for each segment.

Note 2: Because the Pension Harmonization criterion of 9904.412-50(b)(7)(i) has been met for Segment 1, the actuarial ac-
crued liability is measured by the transitional minimum actuarial liability as required by 9904.412-64.1(b)(4). See Table 3. Be-
cause the Pension Harmonization criterion of 9904.412-50(b)(7)(i) was not satisfied for Segments 2 through 7, the actuarial ac-
crued liability is based on the actuarial assumptions that reflect long-term trends in accordance with 9904.412-50(b)(4), i.e., the
transitional minimum actuarial liability does not apply.

Note 3: See lllustration 9904.412-60.1(b)(1)(ii), Table 2.

(ii) Measurement of the Pension Cost for the current period (Table 5):

TABLE 5—PENSION COST FOR FOURTH TRANSITION PERIOD

Total Segment Segments
plan 1 2 through 7 Notes
(Note 1)
Normal Cost Plus Expense Load $105,405 $821,600 2
Amortization Installments 101,990 314,437 3,4
Pension Cost Computed for the Period ...........cccccoovvncienenne 1,343,432 207,395 1,136,037

Note 1: Except for the Total Pension Cost Computed for the Period, the values for the Total Plan are not shown because the
9904.412-50(b)(7)(i) threshold criterion is applied separately for each segment.

Note 2: See Table 3. Because the Pension Harmonization criterion of 9904.412-50(b)(7)(i) has been met for Segment 1, the
sum of the normal cost plus the expense load is measured by the sum of the transitional minimum normal cost plus the expense
load, as required by 9904.412-64.1(a). Because the Pension Harmonization criterion of 9904.412-50(b)(7)(i) was not satisfied for
Segments 2 through 7, the sum of the normal cost plus any applicable expense load is based on the contractor's actuarial as-
sumptions reflecting long-term trends in accordance with 9904.412—-40(b)(2) and 9904.412-50(b)(4), i.e., the transitional min-
imum normal cost plus the expense load does not apply.

Note 3: Net amortization installment based on the unfunded actuarial liability of $781,743 for Segment 1, and $2,352,072 for
Segments 2 through 7, including an interest equivalent on the unamortized portion of such liability. See Table 4. The interest ad-
justment is based on the contractor’s interest rate assumption in compliance with 9904.412-40(b)(2) and 9904.412-50(b)(4).

Note 4: See 9904.64-1(c)(4) for details concerning the recognition of the unfunded actuarial liability during the first Pension
Harmonization Rule Transition Period.

(4) The Silvertone Corporation sepa-
rately computes pension costs for Seg-
ment 1, and computes pension costs for
Segments 2 through 7 in the aggregate.

(i) For the First Cost Accounting Pe-
riod of the Pension Harmonization
Rule Transition Period, the difference
between the actuarial accrued liability
and the minimum actuarial liability,
and the difference between the normal

cost and the minimum normal cost, are
multiplied by 0%. Therefore the transi-
tional minimum actuarial liability and
transitional minimum normal are
equal to the actuarial accrued liability
and normal cost. The total transitional
minimum liability for the period does
not exceed the total liability for the
period in conformity with the criterion
of 9904.412-50(b)(7)(i). Therefore, the
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pension cost for the First Cost Ac-
counting Period of the Pension Harmo-
nization Rule Transition Period is
computed using the actuarial accrued
liability and normal cost.

(ii) The actuarial gain attributable to
experience during the prior period that
is measured for the cost accounting pe-
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riod is amortized over a ten-year period
in accordance with 9904.412-50(a)(1)(V)
and 9904.413-50(a)(2)(ii).

(iii) The contractor computes the
pension cost for First Cost Accounting
Period of the Pension Harmonization
Rule Transition Period as shown in
Table 6 below.

TABLE 6—COMPUTATION OF THE PENSION FOR THE FIRST TRANSITION PERIOD

Segments 2
Total plan Segment 1 through 7 Notes
(Note 1)
Amortization of Unfunded Liability Net Amortization Install-
ment from Prior Periods ..........cccveeeiiieeiieiiiececiieeeeiieeeeiii | cevitieeeesiiee e $81,019 $523,801 2
January 1, 2013, Actuarial Loss (Gain) Amortization
Installment ........c.ccccooiiiiice | e (9,369) (68,740) 3
Net Amortization Installment 71,650 455,061
Normal Cost plus expense load . 78,400 715,000 4
Pension Cost Computed for the Period .. 150,050 1,170,061

NOTE 1: The values for the Total Plan are not shown because the 9904.412-50(b)(7)(i) threshold criterion is applied separately
for each segment.

NOTE 2: Amortization installments of actuarial gains and losses, and other portions of the unfunded actuarial liability identified
prior to January 1, 2013, in accordance with 9904.412-50(a)(1)(v) and 9904.413-50(b)(2)(ii), including an interest adjustment
based on the contractor’s long-term interest assumption in compliance with 9904.412-40(b)(2) and 9904.412-50(b)(4).

NOTE 3: The actuarial gains for both Segment 1, and Segments 2 through 7, as measured as of January 1, 2013, are amor-
tized over a ten-year period in accordance with 9904.413-50(a)(2)(ii) and 9904.412-64—1(b)(4). Note that although the source of
the actuarial gains was the deviation between assumed and actual changes during the prior period, the gain is measured on
January 1, 2013, and so the ten-year amortization period applies in the current period, including an interest adjustment based on
the contractor’s long-term interest assumption in compliance with 9904.412-40(b)(2) and 9904.412-50(b)(4).

NOTE 4: For the first period of the Pension Harmonization Rule transition period, the adjustment to the sum of the actuarial ac-
crued liability and normal cost is adjusted by $0. Therefore the sum of the transitional minimum actuarial liability and transitional
minimum normal cost plus expense load is equal to the sum of the actuarial accrued liability and normal cost plus expense load,
and the criterion of 9904.412-50(b)(7)(i) was not met for either Segment 1, or Segments 2 through 7. The sum of the normal
cost plus expense load is based on the sum of the going concern normal cost plus expense load.

[76 FR 81319, Dec. 27, 2011, as amended at 77 FR 43543, July 25, 2012]

meaning ascribed to them in those
definitions unless paragraph (b) of this
subsection requires otherwise.

(1) Accrued benefit cost method means
an actuarial cost method under which
units of benefits are assigned to each
cost accounting period and are valued
as they accrue; that is, based on the
services performed by each employee in
the period involved. The measure of
normal cost under this method for each
cost accounting period is the present
value of the units of benefit deemed to
be credited to employees for service in
that period. The measure of the actu-
arial accrued liability at a plan’s meas-
urement date is the present value of
the units of benefit credited to employ-
ees for service prior to that date. (This
method is also known as the Unit Cred-
it cost method without salary projec-
tion.)

9904.413 Adjustment and allocation of
pension cost.

9904.413-10 [Reserved]

9904.413-20 Purpose.

A purpose of this Standard is to pro-
vide guidance for adjusting pension
cost by measuring actuarial gains and
losses and assigning such gains and
losses to cost accounting periods. The
Standard also provides the bases on
which pension cost shall be allocated
to segments of an organization. The
provisions of this Cost Accounting
Standard should enhance uniformity
and consistency in accounting for pen-
sion costs.

9904.413-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this chapter 99 shall have the
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(2) Actuarial accrued liability means
pension cost attributable, under the ac-
tuarial cost method in use, to years
prior to the current period considered
by a particular actuarial valuation. As
of such date, the actuarial accrued li-
ability represents the excess of the
present value of future benefits and ad-
ministrative expenses over the present
value of future normal costs for all
plan participants and beneficiaries.
The excess of the actuarial accrued 1li-
ability over the actuarial value of the
assets of a pension plan is the Un-
funded Actuarial Liability. The excess
of the actuarial value of the assets of a
pension plan over the actuarial accrued
liability is an actuarial surplus and is
treated as a negative unfunded actu-
arial liability.

(3) Actuarial assumption means an es-
timate of future conditions affecting
pension cost; for example, mortality
rate, employee turnover, compensation
levels, earnings on pension plan assets,
changes in values of pension plan as-
sets.

(4) Actuarial cost method means a
technique which uses actuarial as-
sumptions to measure the present
value of future pension benefits and
pension plan administrative expenses,
and which assigns the cost of such ben-
efits and expenses to cost accounting
periods. The actuarial cost method in-
cludes the asset valuation method used
to determine the actuarial value of the
assets of a pension plan.

(5) Actuarial gain and loss means the
effect on pension cost resulting from
differences between actuarial assump-
tions and actual experience.

(6) Actuarial valuation means the de-
termination, as of a specified date, of
the normal cost, actuarial accrued li-
ability, actuarial value of the assets of
a pension plan, and other relevant val-
ues for the pension plan.

(7) Curtailment of benefits means an
event; e.g., a plan amendment, in
which the pension plan is frozen and no
further material benefits accrue. Fu-
ture service may be the basis for vest-
ing of nonvested benefits existing at
the time of the curtailment. The plan
may hold assets, pay benefits already
accrued, and receive additional con-
tributions for unfunded benefits. Em-
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ployees may or may not continue
working for the contractor.

(8) Funding agency means an organi-
zation or individual which provides fa-
cilities to receive and accumulate as-
sets to be used either for the payment
of benefits under a pension plan, or for
the purchase of such benefits, provided
such accumulated assets form a part of
a pension plan established for the ex-
clusive benefit of the plan participants
and their beneficiaries. The fair mar-
ket value of the assets held by the
funding agency as of a specified date is
the Funding Agency Balance as of that
date.

(9) Immediate-gain actuarial cost meth-
od means any of the several cost meth-
ods under which actuarial gains and
losses are included as part of the un-
funded actuarial liability of the pen-
sion plan, rather than as part of the
normal cost of the plan.

(10) Market value of the assets means
the sum of the funding agency balance
plus the accumulated value of any per-
mitted unfunded accruals belonging to
a pension plan. The Actuarial Value of
the Assets means the value of cash, in-
vestments, permitted unfunded accru-
als, and other property belonging to a
pension plan, as used by the actuary
for the purpose of an actuarial valu-
ation.

(11) Normal cost means the annual
cost attributable, under the actuarial
cost method in use, to current and fu-
ture years as of a particular valuation
date, excluding any payment in respect
of an unfunded actuarial liability.

(12) Pension plan means a deferred
compensation plan established and
maintained by one or more employers
to provide systematically for the pay-
ment of benefits to plan participants
after their retirement, provided that
the benefits are paid for life or are pay-
able for life at the option of the em-
ployees. Additional benefits such as
permanent and total disability and
death payments, and survivorship pay-
ments to beneficiaries of deceased em-
ployees may be an integral part of a
pension plan.

(13) Pension plan participant means
any employee or former employee of an
employer, or any member or former
member of an employee organization,
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who is or may become eligible to re-
ceive a benefit from a pension plan
which covers employees of such em-
ployer or members of such organization
who have satisfied the plan’s participa-
tion requirements, or whose bene-
ficiaries are receiving or may be eligi-
ble to receive any such benefit. A par-
ticipant whose employment status
with the employer has not been termi-
nated is an active participant of the
employer’s pension plan.

(14) Pension plan termination means an
event; i.e., plan amendment, in which
either the pension plan ceases to exist
and all benefits are settled by purchase
of annuities or other means, or the
trusteeship of the plan is assumed by
the Pension Benefit Guarantee Cor-
poration or other conservator. The
plan may or may not be replaced by an-
other plan.

(15)  Permitted unfunded accruals
means the amount of pension cost for
nonqualified defined-benefit pension
plans that is not required to be funded
under 9904.412-50(d)(2). The Accumu-
lated Value of Permitted Unfunded Ac-
cruals means the value, as of the meas-
urement date, of the permitted un-
funded accruals adjusted for imputed
earnings and for benefits paid by the
contractor.

(16) Prepayment credit means the
amount funded in excess of the pension
cost assigned to a cost accounting pe-
riod that is carried forward for future
recognition. The Accumulated Value of
Prepayment Credits means the value,
as of the measurement date, of the pre-
payment credits adjusted for income
and expenses in accordance with
9904.413-50(c)(7) and decreased for
amounts used to fund pension costs or
liabilities, whether assignable or not.

(17) Projected benefit cost method
means either (i) any of the several ac-
tuarial cost methods which distribute
the estimated total cost of all of the
employees’ prospective benefits over a
period of years, usually their working
careers, or (ii) a modification of the ac-
crued benefit cost method that con-
siders projected compensation levels.

(18) Qualified pension plan means a
pension plan comprising a definite
written program communicated to and
for the exclusive benefit of employees
which meets the criteria deemed essen-

9904.413-40

tial by the Internal Revenue Service as
set forth in the Internal Revenue Code
for preferential tax treatment regard-
ing contributions, investments, and
distributions. Any other plan is a non-
qualified pension plan.

(19) Segment means one of two or
more divisions, product departments,
plants, or other subdivisions of an or-
ganization reporting directly to a home
office, usually identified with responsi-
bility for profit and/or producing a
product or service. The term includes
Government-owned contractor-oper-
ated (GOCO) facilities, and joint ven-
tures and subsidiaries (domestic and
foreign) in which the organization has
a majority ownership. The term also
includes those joint ventures and sub-
sidiaries (domestic and foreign) in
which the organization has less than a
majority ownership, but over which it
exercises control.

(20) Segment closing means that a seg-
ment has (i) been sold or ownership has
been otherwise transferred, (ii) discon-
tinued operations, or (iii) discontinued
doing or actively seeking Government
business under contracts subject to
this Standard.

(21) Termination of employment gain or
loss means an actuarial gain or loss re-
sulting from the difference between the
assumed and actual rates at which plan
participants separate from employ-
ment for reasons other than retire-
ment, disability, or death.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

[67 FR 14153, Apr. 17, 1992, as amended at 60
FR 16549, Mar. 30, 1995; 76 FR 81323, Dec. 27,
2011]

9904.413-40 Fundamental
ment.

(a) Assignment of actuarial gains and
losses. Actuarial gains and losses shall
be calculated annually and shall be as-
signed to the cost accounting period
for which the actuarial valuation is
made and subsequent periods.

(b) Valuation of the assets of a pension
plan. The actuarial value of the assets
of a pension plan shall be determined
under an asset valuation method which
takes into account unrealized apprecia-
tion and depreciation of the market

require-
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value of the assets of the pension plan,
including the accumulated value of
permitted unfunded accruals, and shall
be used in measuring the components
of pension costs.

(c) Allocation of pension cost to seg-
ments. Contractors shall allocate pen-
sion costs to each segment having par-
ticipants in a pension plan.

(1) A separate calculation of pension
costs for a segment is required when
the conditions set forth in 9904.413-
50(c)(2) or (3) are present. When these
conditions are not present, allocations
may be made by calculating a com-
posite pension cost for two or more
segments and allocating this cost to
these segments by means of an alloca-
tion base.

(2) When pension costs are separately
computed for a segment or segments,
the provisions of Cost Accounting
Standard 9904.412 regarding the assign-
able cost limitation shall be based on
the actuarial value of assets, actuarial
accrued liability and normal cost for
the segment or segments for purposes
of such computations. In addition, for
purposes of 9904.412-50(c)(2)(iii), the
amount of pension cost assignable to a
segment or segments shall not exceed
the sum of:

(i) The maximum tax-deductible
amount computed for the plan as a
whole, and

(ii) The accumulated value of prepay-
ment credits not already allocated to
segments apportioned among the seg-
ment(s).

[67 FR 14153, Apr. 17, 1992, as amended at 60
FR 16550, Mar. 30, 1995; 76 FR 81323, Dec. 27,
2011]

9904.413-50 Techniques
tion.

(a) Assignment of actuarial gains and
losses. (1) In accordance with the provi-
sions of Cost Accounting Standard
9904.412, actuarial gains and losses
shall be identified separately from
other unfunded actuarial liabilities.

(2) Actuarial gains and losses shall be
amortized as required by 9904.412—
50(a)(1)(v).

(i) For periods beginning prior to the
“Applicability Date of the CAS Pen-
sion Harmonization Rule,”” actuarial
gains and losses determined under a
pension plan whose costs are measured

for applica-
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by an immediate-gain actuarial cost
method shall be amortized over a fif-
teen-year period in equal annual in-
stallments, beginning with the date as
of which the actuarial valuation is
made.

(ii) For periods beginning on or after
the ‘‘Applicability Date of the CAS
Pension Harmonization Rule,”” such ac-
tuarial gains and losses shall be amor-
tized over a ten-year period in equal
annual installments, beginning with
the date as of which the actuarial valu-
ation is made.

(iii) The installment for a cost ac-
counting period shall consist of an ele-
ment for amortization of the gain or
loss, and an element for interest on the
unamortized balance at the beginning
of the period. If the actuarial gain or
loss determined for a cost accounting
period is not material, the entire gain
or loss may be included as a component
of the current or ensuing year’s pen-
sion cost.

(3) Pension plan terminations and
curtailments of benefits shall be sub-
ject to adjustment in accordance with
9904.413-50(c)(12).

(b) Valuation of the assets of a pension
plan. (1) The actuarial value of the as-
sets of a pension plan shall be used:

(i) In measuring actuarial gains and
losses, and

(ii) For purposes of measuring other
components of pension cost.

(2) The actuarial value of the assets
of a pension plan may be determined by
the use of any recognized asset valu-
ation method which provides equiva-
lent recognition of appreciation and
depreciation of the market value of the
assets of the pension plan. However,
the actuarial value of the assets pro-
duced by the method used shall fall
within a corridor from 80 to 120 percent
of the market value of the assets, de-
termined as of the valuation date. If
the method produces a value that falls
outside the corridor, the actuarial
value of the assets shall be adjusted to
equal the nearest boundary of the cor-
ridor.

(3) The method selected for valuing
pension plan assets shall be consist-
ently applied from year to year within
each plan.

(4) The provisions of paragraphs (b)
(1) through (3) of this subsection are
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not applicable to plans that are treated
as defined-contribution plans in ac-
cordance with 9904.412-50(a)(6).

(5) The market and actuarial values
of the assets of a pension plan shall not
be adjusted for any fee, reserve charge,
or other investment charge for with-
drawals from or termination of an in-
vestment contract, trust agreement, or
other funding arrangement, unless
such fee is determined in an arm’s
length transaction, and actually in-
curred and paid.

(6) The market value of the assets of
a pension plan shall include the present
value of contributions received after
the date the market value of plan as-
sets is measured.

(i) The assumed rate of interest, es-
tablished in accordance with 9904.412—
40(b)(2) and 9904.412-50(b)(4), shall be
used to determine the present value of
such receivable contributions as of the
valuation date.

(ii) The market value of plan assets
measured in accordance with para-
graphs (b)(6)(i) of this section shall be
the basis for measuring the actuarial
value of plan assets in accordance with
this Standard.

(c) Allocation of pension cost to seg-
ments. (1) For contractors who compute
a composite pension cost covering plan
participants in two or more segments,
the base to be used for allocating such
costs shall be representative of the fac-
tors on which the pension benefits are
based. For example, a base consisting
of salaries and wages shall be used for
pension costs that are calculated as a
percentage of salaries and wages; a
base consisting of the number of par-
ticipants shall be used for pension
costs that are calculated as an amount
per participant. If pension costs are
separately calculated for one or more
segments, the contractor shall make a
distribution among the segments for
the maximum tax-deductible amount
and the contribution to the funding
agency as follows:

(i) When apportioning to the seg-
ments the sum of (A) the maximum
tax-deductible amount, which is deter-
mined for a qualified defined-benefit
pension plan as a whole pursuant to
the Internal Revenue Code at Title 26
of the U.S. C., as amended, and (B) the
accumulated value of the prepayment
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credits not already allocated to seg-
ments, the contractor shall use a base
that considers the otherwise assignable
pension costs or the funding levels of
the individual segments.

(ii) When apportioning amounts de-
posited to a funding agency to seg-
ments, contractors shall use a base
that is representative of the assignable
pension costs, determined in accord-
ance with 9904.412-50(c) for the indi-
vidual segments. However, for qualified
defined-benefit pension plans, the con-
tractor may first apportion amounts
funded to the segment or segments sub-
ject to this Standard.

(2) Separate pension cost for a seg-
ment shall be calculated whenever any
of the following conditions exist for
that segment, provided that such con-
dition(s) materially affect the amount
of pension cost allocated to the seg-
ment:

(i) There is a material termination of
employment gain or loss attributable
to the segment,

(ii) The level of benefits, eligibility
for benefits, or age distribution is ma-
terially different for the segment than
for the average of all segments, or

(iii) The appropriate actuarial as-
sumptions are, in the aggregate, mate-
rially different for the segment than
for the average of all segments. Cal-
culations of termination of employ-
ment gains and losses shall give consid-
eration to factors such as unexpected
early retirements, benefits becoming
fully vested, and reinstatements or
transfers without loss of benefits. An
amount may be estimated for future
reemployments.

(3) Pension cost shall also be sepa-
rately calculated for a segment under
circumstances where—

(i) The pension plan for that segment
becomes merged with that of another
segment, or the pension plan is divided
into two or more pension plans, and in
either case,

(ii) The ratios of market value of the
assets to actuarial accrued liabilities
for each of the merged or separated
plans are materially different from one
another after applying the benefits in
effect after the pension plan merger or
pension plan division.
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(4) For a segment whose pension
costs are required to be calculated sep-
arately pursuant to paragraphs (c) (2)
or (3) of this subsection, such calcula-
tions shall be prospective only; pension
costs need not be redetermined for
prior years.

(6) For a segment whose pension
costs are either required to be cal-
culated separately pursuant to para-
graph (c)(2) or (c)(3) of this subsection
or calculated separately at the election
of the contractor, there shall be an ini-
tial allocation of a share in the undi-
vided market value of the assets of the
pension plan to that segment, as fol-
lows:

(i) If the necessary data are readily
determinable, the funding agency bal-
ance to be allocated to the segment
shall be the amount contributed by, or
on behalf of, the segment, increased by
income received on such assets, and de-
creased by benefits and expenses paid
from such assets. Likewise, the accu-
mulated value of permitted unfunded
accruals to be allocated to the segment
shall be the amount of permitted un-
funded accruals assigned to the seg-
ment, increased by interest imputed to
such assets, and decreased by benefits
paid from sources other than the fund-
ing agency; or

(ii) If the data specified in paragraph
(c)(5)(i) of this subsection are not read-
ily determinable for certain prior peri-
ods, the market value of the assets of
the pension plan shall be allocated to
the segment as of the earliest date
such data are available. Such alloca-
tion shall be based on the ratio of the
actuarial accrued liability of the seg-
ment to the plan as a whole, deter-
mined in a manner consistent with the
immediate gain actuarial cost method
or methods used to compute pension
cost. Such assets shall be brought for-
ward as described in paragraph (c)(7) of
this subsection.

(iii) The actuarial value of the assets
of the pension plan shall be allocated
to the segment in the same proportion
as the market value of the assets.

(6) If, prior to the time a contractor
is required to use this Standard, it has
been calculating pension cost sepa-
rately for individual segments, the
amount of assets previously allocated
to those segments need not be changed.
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(7) After the initial allocation of as-
sets, the contractor shall maintain a
record of the portion of subsequent
contributions, permitted unfunded ac-
cruals, income, benefit payments, and
expenses attributable to the segment,
and paid from the assets of the pension
plan. Income shall include a portion of
any investment gains and losses attrib-
utable to the assets of the pension
plan. Income and expenses of the pen-
sion plan assets shall be allocated to
the segment in the same proportion
that the average value of assets allo-
cated to the segment bears to the aver-
age value of total pension plan assets,
including the accumulated value of
prepayment credits, for the period for
which income and expenses are being
allocated.

(8) If plan participants transfer
among segments, contractors need not
transfer assets or actuarial accrued li-
abilities, unless a transfer is suffi-
ciently large to distort the segment’s
ratio of pension plan assets to actu-
arial accrued liabilities determined
using the accrued benefit cost method.
If assets and liabilities are transferred,
the amount of assets transferred shall
be equal to the actuarial accrued li-
abilities transferred, determined using
the accrued benefit cost method and
long-term assumptions in accordance
with  9904.412-40(b)(2) and 9904.412-
50(b)(4).

(9) Contractors who separately cal-
culate the pension cost of one or more
segments may calculate such cost ei-
ther for all pension plan participants
assignable to the segment(s) or for only
the active participants of the seg-
ment(s). If costs are calculated only for
active participants, a separate segment
shall be created for all of the inactive
participants of the pension plan and
the cost thereof shall be calculated.
When a contractor makes such an elec-
tion, assets shall be allocated to the
segment for inactive participants in
accordance with paragraphs (c)(5), (6),
and (7) of this subsection. When an em-
ployee of a segment becomes inactive,
assets shall be transferred from that
segment to the segment established to
accumulate the assets and actuarial 1li-
abilities for the inactive plan partici-
pants. The amount of assets trans-
ferred shall be equal to the actuarial
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accrued liabilities, determined under
the accrued benefit cost method and
long-term assumptions in accordance
with  9904.412-40(b)(2) and 9904.412-
50(b)(4), for these inactive plan partici-
pants. If inactive participants become
active, assets and liabilities shall simi-
larly be transferred to the segments to
which the participants are assigned.
Such transfers need be made only as of
the last day of a cost accounting pe-
riod. The total annual pension cost for
a segment having active employees
shall be the amount calculated for the
segment and an allocated portion of
the pension cost calculated for the in-
active participants. Such an allocation
shall be on the same basis as that set
forth in paragraph (c)(1) of this sub-
section.

(10) Where pension cost is separately
calculated for one or more segments,
the actuarial cost method used for a
plan shall be the same for all segments.
Unless a separate calculation of pen-
sion cost for a segment is made because
of a condition set forth in paragraph
(c)(2)(iii) of this subsection, the same
actuarial assumptions may be used for
all segments covered by a plan.

(11) If a pension plan has participants
in the home office of a company, the
home office shall be treated as a seg-
ment for purposes of allocating the
cost of the pension plan. Pension cost
allocated to a home office shall be a
part of the costs to be allocated in ac-
cordance with the appropriate require-
ments of Cost Accounting Standard
9904.403.

(12) If a segment is closed, if there is
a pension plan termination, or if there
is a curtailment of benefits, the con-
tractor shall determine the difference
between the actuarial accrued liability
for the segment and the market value
of the assets allocated to the segment,
irrespective of whether or not the pen-
sion plan is terminated. The difference
between the market value of the assets
and the actuarial accrued liability for
the segment represents an adjustment
of previously-determined pension costs.

(i) The determination of the actu-
arial accrued liability shall be made
using the accrued benefit cost method.
The actuarial assumptions employed
shall be consistent with the current
and prior long term assumptions used
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in the measurement of pension costs. If
there is a pension plan termination,
the actuarial accrued liability shall be
measured as the amount paid to irrev-
ocably settle all benefit obligations or
paid to the Pension Benefit Guarantee
Corporation.

(ii) In computing the market value of
assets for the segment, if the con-
tractor has not already allocated as-
sets to the segment, such an allocation
shall be made in accordance with the
requirements of paragraphs (c)(5) (i)
and (ii) of this subsection. The market
value of the assets shall be reduced by
the accumulated value of prepayment
credits, if any. Conversely, the market
value of the assets shall be increased
by the current value of any unfunded
actuarial liability separately identified
and maintained in accordance with
9904.412-50(a.)(2).

(iii) The calculation of the difference
between the market value of the assets
and the actuarial accrued liability
shall be made as of the date of the
event (e.g., contract termination, plan
amendment, plant closure) that caused
the closing of the segment, pension
plan termination, or curtailment of
benefits. If such a date is not readily
determinable, or if its use can result in
an inequitable calculation, the con-
tracting parties shall agree on an ap-
propriate date.

(iv) Pension plan improvements
adopted within 60 months of the date of
the event which increase the actuarial
accrued liability shall be recognized on
a prorata basis using the number of
months the date of adoption preceded
the event date. Plan improvements
mandated by law or collective bar-
gaining agreement are not subject to
this phase-in.

(v) If a segment is closed due to a
sale or other transfer of ownership to a
successor in interest in the contracts
of the segment and all of the pension
plan assets and actuarial accrued 1li-
abilities pertaining to the closed seg-
ment are transferred to the successor
segment, then no adjustment amount
pursuant to this paragraph (c¢)(12) is re-
quired. If only some of the pension plan
assets and actuarial accrued liabilities
of the closed segment are transferred,
then the adjustment amount required
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under this paragraph (c¢)(12) shall be de-
termined based on the pension plan as-
sets and actuarial accrued liabilities
remaining with the contractor. In ei-
ther case, the effect of the transferred
assets and liabilities is carried forward
and recognized in the accounting for
pension cost at the successor con-
tractor.

(vi) The Government’s share of the
adjustment amount determined for a
segment shall be the product of the ad-
justment amount and a fraction. The
adjustment amount shall be reduced
for any excise tax imposed upon assets
withdrawn from the funding agency of
a qualified pension plan. The numer-
ator of such fraction shall be the sum
of the pension plan costs allocated to
all contracts and subcontracts (includ-
ing Foreign Military Sales) subject to
this Standard during a period of years
representative of the Government’s
participation in the pension plan. The
denominator of such fraction shall be
the total pension costs assigned to cost
accounting periods during those same
years. This amount shall represent an
adjustment of contract prices or cost
allowance as appropriate. The adjust-
ment may be recognized by modifying
a single contract, several but not all
contracts, or all contracts, or by use of
any other suitable technique.

(vii) The full amount of the Govern-
ment’s share of an adjustment is allo-
cable, without limit, as a credit or
charge during the cost accounting pe-
riod in which the event occurred and
contract prices/costs will be adjusted
accordingly. However, if the contractor
continues to perform Government con-
tracts, the contracting parties may ne-
gotiate an amortization schedule, in-
cluding interest adjustments. Any am-
ortization agreement shall consider the
magnitude of the adjustment credit or
charge, and the size and nature of the
continuing contracts.

(viii) If a benefit curtailment is
caused by a cessation of benefit accru-
als mandated by the Employee Retire-
ment Income Security Act of 1974
(ERISA), 29 U.S.C. 1001 et seq., as
amended based on the plan’s funding
level, then no adjustment for the cur-
tailment of benefit pursuant to this
paragraph (c)(12) is required. Instead,
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the curtailment of benefits shall be
recognized as follows:

(A) If the written plan document pro-
vides that benefit accruals are non-
forfeitable once employment service
has been rendered, and shall be retro-
actively restored if, and when, the ben-
efit accrual limitation ceases, then the
contractor may elect to recognize the
expected benefit accruals in the actu-
arial accrued liability and normal cost
during the period of cessation for the
determination of pension cost in ac-
cordance with the provisions of 9904-412
and 413.

(B) Otherwise, the curtailment of
benefits shall be recognized as an actu-
arial gain or loss for the period. The
subsequent restoration of missed ben-
efit accruals shall be recognized as an
actuarial gain or loss in the period in
which the restoration occurs.

[60 FR 16550, Mar. 30, 1995, as amended at 76
FR 81323, Dec. 27, 2011]

9904.413-60 Illustrations.

(a) Assignment of actuarial gains and
losses. Contractor A has a defined-ben-
efit pension plan whose costs are meas-
ured under an immediate-gain actu-
arial cost method. The contractor
makes actuarial valuations every other
year. In the past, at each valuation
date, the contractor has calculated the
actuarial gains and losses that have oc-
curred since the previous valuation
date, and has merged such gains and
losses with the unfunded actuarial li-
abilities that are being amortized. Pur-
suant to 9904.413-40(a), the contractor
must make an actuarial valuation an-
nually, and any actuarial gains or
losses measured must be separately
amortized over a specific period of
years beginning with the period for
which the actuarial valuation is made
in accordance with 9904.413-50(a)(1) and
(2). If the actuarial gain or loss is
measured for a period beginning prior
to the ‘‘Applicability Date for the CAS
Pension Harmonization Rule,” the gain
or loss shall be amortized over a fif-
teen-year period. For gains and losses
measured for periods beginning on or
after the ‘‘Applicability Date for the
CAS Pension Harmonization Rule,” the
gain or loss shall be amortized over a
ten-year period.
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(b)) Valuation of the assets of a pen-
sion plan. Contractor B has a qualified
defined-benefit pension plan, the assets
of which are invested in equity securi-
ties, debt securities, and real property.
The contractor, whose cost accounting
period is the calendar year, has an an-
nual actuarial valuation of the pension
plan assets in June of each year; the ef-
fective date of the valuation is the be-
ginning of that year. The contractor’s
method for valuing the assets of the
pension plan is as follows: debt securi-
ties expected to be held to maturity
are valued on an amortized basis run-
ning from initial cost at purchase to
par value at maturity; land and build-
ings are valued at cost less deprecia-
tion taken to date; all equity securities
and debt securities not expected to be
held to maturity are valued on the
basis of a five-year moving average of
market values. In making an actuarial
valuation, the contractor must com-
pare the values reached under the asset
valuation method used with the mar-
ket value of all the assets as required
by 9904.413-40(b). In this case, the assets
are valued as of January 1 of that year.
The contractor established the fol-
lowing values as of the valuation date.

Asset
valuation Market
method
Cash $100,000 100,000
Equity securities 6,000,000 7,800,000
Debt securities, expected to be
held to maturity 550,000 600,000
Other debt securities . 600,000 750,000
Land and Buildings, net of de-
preciation .........ccccevieiiinine. 400,000 750,000
Total ...coeveciee 7,650,000 | 10,000,000
(2) Section 9904.413-50(b)(2) requires

that the actuarial value of the assets of
the pension plan fall within a corridor
from 80 to 120 percent of market. The
corridor for the plan’s assets as of Jan-
uary 1 is from $12 million to $8 million.
Because the asset value reached by the
contractor, $7,650,000, falls outside that
corridor, the value reached must be ad-
justed to equal the nearest boundary of
the corridor: $8 million. In subsequent
years the contractor must continue to
use the same method for valuing assets
in accordance with 9904.413-50(b)(3). If
the value produced falls inside the cor-
ridor, such value shall be used in meas-
uring pension costs.
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(3) Assume that besides the market
value of assets of $10 million that Con-
tractor B has on the valuation date of
January 1, 2017, the contractor makes a
contribution of $100,000 on July 1, 2017,
to cover its prior year’s pension cost.
Based on the contractor’s assumed in-
terest rate of 8% which complies with
9904.412-40(b)(2) and 9904.412.-50(b)(5),
the contribution is discounted for the
six-month period from January 1, 2017
to July 1, 2017. For contract cost ac-
counting purposes, the contractor
measures $96,225 as the present value
(PV) of the $100,000 contribution on
January 1, 2017 (discounted at 8% per
annum for one half year using com-
pound interest, i.e., Net PV = $100,000/
1.080:5), and therefore recognizes
$10,096,225 as the market value of assets
as required by 9904.413-50(b)(6)(ii). The
actuarial value of assets on January 1,
2017, must also reflect $96,225 as the
present value of the July 1, 2017, con-
tribution of $100,000.

(c) Allocation of pension costs to seg-
ments. (1) Contractor C has a defined-
benefit pension plan covering employ-
ees at five segments. Pension cost is
computed by use of an immediate-gain
actuarial cost method. One segment
(X) is devoted primarily to performing
work for the Government. During the
current cost accounting period, Seg-
ment X had a large and unforeseeable
reduction of employees because of a
contract termination at the conven-
ience of the Government and because
the contractor did not receive an an-
ticipated follow-on contract to one
that was completed during the period.
The segment does continue to perform
work under several other Government
contracts. As a consequence of this ter-
mination of employment gain, a sepa-
rate calculation of the pension cost for
Segment X would result in materially
different allocation of costs to the seg-
ment than would a composite calcula-
tion and allocation by means of a base.
Accordingly, pursuant to 9904.413-
50(c)(2), the contractor must calculate
a separate pension cost for Segment X.
In doing so, the entire termination of
employment gain must be assigned to
Segment X and amortized over fifteen
years. If the actuarial assumptions for

381



9904.413-60

Segment X continue to be substan-
tially the same as for the other seg-
ments, the termination of employment
gain may be separately amortized and
allocated only to Segment X; all other
Segment X computations may be in-
cluded as part of the composite cal-
culation. After the termination of em-
ployment gain is amortized, the con-
tractor is no longer required to sepa-
rately calculate the costs for Segment
X unless subsequent events require
each separate calculation.

(2) Contractor D has a defined-benefit
pension plan covering employees at ten
segments, all of which have some con-
tracts subject to this Standard. The
contractor’s calculation of normal cost
is based on a percentage of payroll for
all employees covered by the plan. One
of the segments (Segment Y) is en-
tirely devoted to Government work.
The contractor’s policy is to place jun-
ior employees in this segment. The sal-
ary scale assumption for employees of
the segment is so different from that of
the other segments that the pension
cost for Segment Y would be materi-
ally different if computed separately.
Pursuant to 9904.413-50(c)(2)(iii), the
contractor must compute the pension
cost for Segment Y as if it were a sepa-
rate pension plan. Therefore, the con-
tractor must allocate a portion of the
market value of pension plan’s assets
to Segment Y in accordance with
9904.413-50(c)(5). Memorandum records
may be used in making the allocation.
However, because the necessary records
only exist for the last five years,
9904.413-50(c)(5)(ii) permits an initial
allocation to be made as of the earliest
date such records are available. The
initial allocation must be made on the
basis of the immediate gain actuarial
cost method or methods used to cal-
culate prior years’ pension cost for the
plan. Once the assets have been allo-
cated, they shall be brought forward to
the current period as described in
9904.413-50(c)(7). A portion of the undi-
vided actuarial value of assets shall
then be allocated to the segment based
on the segment’s proportion of the
market value of assets in accordance
with 9904.413-50(c)(5)(iii). In future cost
accounting periods, the contractor
shall make separate pension cost cal-
culations for Segment Y based on the
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appropriate salary scale assumption.
Because the factors comprising pension
cost for the other nine segments are
relatively equal, the contractor may
compute pension cost for these nine
segments by using composite factors.
As required by 9904.413-50(c)(1), the
base to be used for allocating such
costs shall be representative of the fac-
tors on which the pension benefits are
based.

(3) Contractor E has a defined-benefit
pension plan which covers employees
at twelve segments. The contractor
uses composite actuarial assumptions
to develop a pension cost for all seg-
ments. Three of these segments pri-
marily perform Government work; the
work at the other nine segments is pri-
marily commercial. Employee turnover
at the segments performing commer-
cial work is relatively stable. However,
employment experience at the Govern-
ment segments has been very volatile;
there have been large fluctuations in
employment levels and the contractor
assumes that this pattern of employ-
ment will continue to occur. It is evi-
dent that separate termination of em-
ployment assumptions for the Govern-
ment segments and the commercial
segments will result in materially dif-
ferent pension costs for the Govern-
ment segments. Therefore, the cost for
these segments must be separately cal-
culated, using the appropriate termi-
nation of employment assumptions for
these segments in accordance with
9904.413-50(c)(2)(iii).

(4) Contractor F has a defined-benefit
pension plan covering employees at 25
segments. Twelve of these segments
primarily perform Government work;
the remaining segments perform pri-
marily commercial work. The contrac-
tor’s records show that the termi-
nation of employment experience and
projections for the twelve segments are
so different from that of the average of
all of the segments that separate pen-
sion cost calculations are required for
these segments pursuant to 9904.413-
50(c)(2). However, because the termi-
nation of employment experience and
projections are about the same for all
twelve segments, Contractor F may
calculate a composite pension cost for
the twelve segments and allocate the
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cost to these segments by use of an ap-
propriate allocation base in accordance
with 9904.413-50(c)(1).

() After this Standard becomes ap-
plicable to Contractor G, it acquires
Contractor H and makes it Segment H.
Prior to the merger, each contractor
had its own defined-benefit pension
plan. Under the terms of the merger,
Contractor H’s pension plan and plan
assets were merged with those of Con-
tractor G. The actuarial assumptions,
current salary scale, and other plan
characteristics are about the same for
Segment H and Contractor G’s other
segments. However, based on the same
benefits at the time of the merger, the
plan of Contractor H had a dispropor-
tionately larger unfunded actuarial li-
ability than did Contractor G’s plan.
Any combining of the assets and actu-
arial liabilities of both plans would re-
sult in materially different pension
cost allocation to Contractor G’s seg-
ments than if pension cost were com-
puted for Segment H on the basis that
it had a separate pension plan. Accord-
ingly, pursuant to 9904.413-50(c)(3), Con-
tractor G must allocate to Segment H
a portion of the assets of the combined
plan. The amount to be allocated shall
be the market value of Segment H’s
pension plan assets at the date of the
merger determined in accordance with
9904.413-50(c)(5), and shall be adjusted
for subsequent receipts and expendi-
tures applicable to the segment in ac-
cordance with 9904.413-50(c)(7). Pursu-
ant to 9904.413-40(b)(1) and 9904.413-
50(c)(b)(iii), Contractor G must use
these amounts of assets as the basis for
determining the actuarial value of as-
sets used for calculating the annual
pension cost applicable to Segment H.

(6) Contractor I has a defined-benefit
pension plan covering employees at
seven segments. The contractor has
been making a composite pension cost
calculation for all of the segments.
However, the contractor determines
that, pursuant to this Standard, sepa-
rate pension costs must be calculated
for one of the segments. In accordance
with 9904.413-50(c)(9), the contractor
elects to allocate pension plan assets
only for the active participants of that
segment. The contractor must then
create a segment to accumulate the as-
sets and actuarial accrued liabilities
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for the plan’s inactive participants.
When active participants of a segment
become inactive, the contractor must
transfer assets to the segment for inac-
tive participants equal to the actuarial
accrued liabilities for the participants
that become inactive.

(7) Contractor J has a defined-benefit
pension plan covering employees at ten
segments. The contractor makes a
composite pension cost calculation for
all segments. The contractor’s records
show that the termination of employ-
ment experience for one segment,
which is performing primarily Govern-
ment work, has been significantly dif-
ferent from the average termination of
employment experience of the other
segments. Moreover, the contractor as-
sumes that such different experience
will continue. Because of this fact, and
because the application of a different
termination of employment assump-
tion would result in significantly dif-
ferent costs being charged the Govern-
ment, the contractor must develop sep-
arate pension cost for that segment. In
accordance with 9904.413-50(c)(2)(iii),
the amount of pension cost must be
based on an acceptable termination of
employment assumption for that seg-
ment; however, as provided in 9904.413—
50(c)(10), all other assumptions for that
segment may be the same as those for
the remaining segments.

(8) Contractor K has a five-year con-
tract to operate a Government-owned
facility. The employees of that facility
are covered by the contractor’s overall
qualified defined-benefit pension plan
which covers salaried and hourly em-
ployees at other locations. At the con-
clusion of the five-year period, the
Government decides not to renew the
contract. Although some employees are
hired by the successor contractor, be-
cause Contractor K no longer operates
the facility, it meets the 9904.413-
30(a)(20)(iii) definition of a segment
closing. Contractor K must compute
the actuarial accrued liability for the
pension plan for that facility using the
accrued benefit cost method as of the
date the contract expired in accordance
with 9904.413-50(c)(12)(i). Because many
of Contractor K’s employees are termi-
nated from the pension plan, the Inter-
nal Revenue Service considers it to be
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a partial plan termination, and thus re-
quires that the terminated employees
become fully vested in their accrued
benefits to the extent such benefits are
funded. Taking this mandated benefit
improvement into consideration in ac-
cordance with 9904.413-50(c)(12)(iv), the
actuary calculates the actuarial ac-
crued liability to be $12.5 million. The
contractor must then determine the
market value of the pension plan assets
allocable to the facility, in accordance
with 9904.413-50(c)(5), as of the date
agreed to by the contracting parties
pursuant to 9904.413-50(c)(12)(iii), the
date the contract expired. In making
this determination, the contractor is
able to do a full historical reconstruc-
tion of the market value of the assets
allocated to the segment. In this case,
the market value of the segment’s as-
sets amounted to $13.8 million. Thus,
for this facility the value of pension
plan assets exceeded the actuarial ac-
crued liability by $1.3 million. Pursu-
ant to 9904.413-50(c)(12)(vi), this amount
indicates the extent to which the Gov-
ernment over-contributed to the pen-
sion plan for the segment and, accord-
ingly, is the amount of the adjustment
due to the Government.

(9) Contractor L operated a segment
over the last five years during which
80% of its work was performed under
Government CAS-covered contracts.
The Government work was equally di-
vided each year between fixed-price
and cost-type contracts. The employees
of the facility are covered by a funded
nonqualified defined-benefit pension
plan accounted for in accordance with
9904.412-50(c)(3). For each of the last
five years the highest Federal cor-
porate income tax rate has been 30%.
Pension costs of $1 million per year
were computed using a projected ben-
efit cost method. Contractor L funded
at the complement of the tax rate
($700,000 per year). The pension plan as-
sets held by the funding agency earned
8% each year. At the end of the five-
year period, the funding agency bal-
ance; i.e., the market value of invested
assets, was $4.4 million. As of that
date, the accumulated value of per-
mitted unfunded accruals; i.e., the cur-
rent value of the $300,000 not funded
each year, is $1.9 million. As defined by
9904.413-30(a)(20)(i), a segment closing
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occurs when Contractor L sells the seg-
ment at the end of the fifth year. Thus,
for this segment, the market value of
the assets of the pension plan deter-
mined in accordance with 9904.413-
30(a)(10) is $6.3 million, which is, the
sum of the funding account balance
($4.4 million) and the accumulated
value of permitted unfunded accruals
($1.9 million). Pursuant to 9904.413-
50(c)(12)(i), the contractor uses the ac-
crued benefit cost method to calculate
an actuarial accrued liability of $56 mil-
lion as of that date. There is no trans-
fer of plan assets or liabilities to the
buyer. The difference between the mar-
ket value of the assets and the actu-
arial accrued liability for the segment
is $1.3 million ($6.3 million—$5 million).
Pursuant to 9904.413-50(c)(12)(vi), the
adjustment due the Government for its
80% share of previously-determined
pension costs for CAS-covered con-
tracts is $1.04 million (80% times $1.3
million). Because contractor L has no
other Government contracts the $1.04
million is a credit due to the Govern-
ment.

(10) Assume the same facts as in
9904.413-60(c)(9), except that Contractor
L continues to perform substantial
Government contract work through
other segments. After considering the
amount of the adjustment and the cur-
rent level of contracts, the contracting
officer and the contractor establish an
amortization schedule so that the $1.04
million is recognized as credits against
ongoing contracts in five level annual
installments, including an interest ad-
justment based on the interest assump-
tion used to compute pension costs for
the continuing contracts. This amorti-
zation schedule satisfies the require-
ments of 9904.413-50(c)(12))(vii).

(11) Assume the same facts as in
9904.413-60(c)(9). As part of the transfer
of ownership, Contractor L also trans-
fers all pension liabilities and assets of
the segment to the buyer. Pursuant to
9904.413-50(c)(12)(v), the segment clos-
ing adjustment amount for the current
period is transferred to the buyer and
is subsumed in the future pension cost
accounting of the buyer. If the trans-
ferred liabilities and assets of the seg-
ment are merged into the buyer’s pen-
sion plan which has a different ratio of
market value of pension plan assets to
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actuarial accrued liabilities, then pen-
sion costs must be separately com-
puted in accordance with 9904.413-
50(c)(3).

(12) Contractor M sells its only Gov-
ernment segment. Through a contract
novation, the buyer assumes responsi-
bility for performance of the segment’s
Government contracts. Just prior to
the sale, the actuarial accrued liability
under the actuarial cost method in use
is $18 million, and the market value of
assets allocated to the segment of $22
million. In accordance with the sales
agreement, Contractor M is required to
transfer $20 million of plan assets to
the new plan sponsored by the buyer.
In determining the segment closing ad-
justment under 9904.413-50(c)(12), the
actuarial accrued liability and the
market value of assets are reduced by
the amounts transferred to the buyer’s
new plan in accordance with the terms
of the sales agreement. The adjustment
amount, which is the difference be-
tween the remaining assets ($2 million)
and the remaining actuarial liability
($0), is $2 million.

(13) Contractor N has three segments
that perform primarily government
work and has been separately calcu-
lating pension costs for each segment.
As part of a corporate reorganization,
the contractor closes the production
facility for Segment A and transfers all
of that segment’s contracts and em-
ployees to Segments B and C, the two
remaining government segments. The
pension assets from Segment A are al-
located to the remaining segments
based on the actuarial accrued liability
of the transferred employees. Because
Segment A has discontinued oper-
ations, a segment closing has occurred
pursuant to 9904.413-30(a)(20)(ii). How-
ever, because all pension assets and li-
abilities have been transferred to other
segments or to successors in interest of
the contracts of Segment A, an imme-
diate period adjustment is not required
pursuant to 9904.413-50(c)(12)(v).

(14) Contractor O does not renew its
government contract and decides to
not seek additional government con-
tracts for the affected segment. The
contractor reduces the work force of
the segment that had been dedicated to
the government contract and converts
the segment’s operations to purely
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commercial work. In accordance with
9904.413-30(a)(20)(iii), the segment has
closed. Immediately prior to the end of
the contract the market value of the
segment’s assets was $20 million and
the actuarial accrued liability deter-
mined under the actuarial cost method
in use was $22 million. An actuarial ac-
crued liability of $16 million is deter-
mined using the accrued benefit cost
method as required by 9904.413-
50(c)(12)(i). The segment closing adjust-
ment is $4 million ($20 million—$16 mil-
lion).

(15) Contractor P terminated its un-
derfunded defined-benefit pension plan
for hourly employees. The market
value of the assets for the pension plan
is $100 million. Although the actuarial
accrued liability exceeds the $100 mil-
lion of assets, the termination liability
for benefits guaranteed by the Pension
Benefit Guarantee Corporation (PBGC)
is only $85 million. Therefore, the $15
million of assets in excess of the liabil-
ity for guaranteed benefits are allo-
cated to plan participants in accord-
ance with PBGC regulations. The
PBGC does not impose an assessment
for unfunded guaranteed benefits
against the contractor. The adjustment

amount determined under 9904.413-
50(c)(12) is zero.
(16) Assume the same facts as

9904.413-60(c)(15), except that the termi-
nation liability for benefits guaranteed
by the Pension Benefit Guarantee Cor-
poration (PBGC) is $120 million. The
PBGC imposes a $20 million ($120 mil-
lion—$100 Million) assessment against
Contractor P for the unfunded guaran-
teed benefits. The contractor then de-
termines the Government’s share of
the pension plan termination adjust-
ment charge of $20 million in accord-
ance with 9904.413-50(c)(12)(vi). In ac-
cordance with 9904.413-50(c)(12)(vii), the
cognizant Federal official may nego-
tiate an amortization schedule based
on the contractor’s schedule of pay-
ments to the PBGC.

(17) Assume the same facts as in
9904.413-60(c)(16), except that pursuant
to 9904.412-50(a)(2) Contractor P has an
unassignable portion of unfunded actu-
arial liability for prior unfunded pen-
sion costs which equals $8 million. The
$8 million represents the value of as-
sets that would have been available
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had all assignable costs been funded
and, therefore, must be added to the as-
sets used to determine the pension plan
termination adjustment in accordance
with 9904.413-50(c)(12)(ii). In this case,
the adjustment charge is determined to
be $12 million ($20 million —$8 million).

(18) Contractor Q terminates its
qualified defined-benefit pension plan
without establishing a replacement
plan. At termination, the market value
of assets is $85 million. All obligations
for benefits are irrevocably transferred
to an insurance company by the pur-
chase of annuity contracts at a cost of
$65 million, which thereby determines
the actuarial liability in accordance
with  9904.413-50(c)(12)(i). The con-
tractor receives a reversion of $30 mil-
lion ($85 million —$55 million). The ad-
justment is equal to the reversion
amount, which is the excess of the
market value of assets over the actu-
arial liability. However, the Internal
Revenue Code imposes a 50% excise tax
of $15 million (50% of $30 million) on
the reversion amount. In accordance
with 9904.413-50(c)(12)(vi), the $30 mil-
lion adjustment amount is reduced by
the $15 million excise tax. Pursuant to
9904.413-50(c)(12)(vi), a share of the $156
million net adjustment ($30 mil-
lion—$15 million) shall be allocated,
without limitation, as a credit to CAS-
covered contracts.

(19) Assume that, in addition to the
facts of 9904.413-60(c)(18), Contractor Q
has an accumulated value of prepay-
ment credits of $10 million. Contractor
Q has $3 million of unfunded actuarial
liability separately identified and
maintained pursuant to  9904.412-
50(a)(2). The assets used to determine
the adjustment amount equal $78 mil-
lion. This amount is determined as the
market value of assets ($85 million)
minus the accumulated value of pre-
payment credits ($10 million) plus the
portion of unfunded actuarial liability
maintained pursuant to 9904.412-50(a)(2)
($3 million). Therefore, the difference
between the assets and the actuarial li-
ability is $23 million ($78 million — $55
million). In accordance with 9904.413-
50(c)(12)(vi), the $23 million adjustment
is reduced by the $15 million excise tax
to equal $8 million. The contracting of-
ficer determines that the pension cost
data of the most recent eight years
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reasonably reflects the government’s
participation in the pension plan. The
sum of costs allocated to fixed-price
and cost-type contracts subject to this
Standard over the eight-year period is
$21 million. The sum of costs assigned
to cost accounting periods during the
last eight years equals $42 million.
Therefore, the government’s share of
the net adjustment is 50% ($21 million
divided by $42 million) of the $8 million
and equals $4 million.

(20) Contractor R maintains a quali-
fied defined-benefit pension plan. Con-
tractor R amends the pension plan to
eliminate the earning of any future
benefits; however the participants do
continue to earn vesting service. Pur-
suant to 9904.413-30(a)(7), a curtailment
of benefits has occurred. An actuarial
accrued liability of $78 million is deter-
mined under the accrued benefit cost
method using the interest assumption
used for the last four actuarial valu-
ations. The market value of assets, de-
termined in accordance with 9904.413-
50(c)(12)(ii), is $90 million. Contractor R
shall determine the Government’s
share of the adjustment in accordance
with 9904.413-50(c)(12)(vi). The con-
tractor then shall allocate that share
of the $12 million adjustment ($90 mil-
lion—$78 million) determined under
9904.413-50(c)(12) to CAS-covered con-
tracts. The full amount of adjustment
shall be made without limitation in the
current cost accounting period unless
arrangements to amortize the adjust-
ment are permitted and negotiated
pursuant to 9904.413-50(c)(12)(vii).

(21) Contractor S amends its qualified
defined-benefit pension plan to
“freeze’” all accrued benefits at their
current level. Although not required by
law, the amendment also provides that
all accrued benefits are fully vested.
Contractor S must determine the ad-
justment for the curtailment of bene-
fits. Fifteen months prior to the date
of the plan amendment freezing bene-
fits, Contractor S voluntarily amended
the plan to increase benefits. This vol-
untary amendment resulted in an over-
all increase of over 10%. All actuarial
accrued liabilities are computed using
the accrued benefit cost method. The
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actuarial accrued liability for all ac-
crued benefits is $1.8 million. The actu-
arial accrued liability for vested bene-
fits immediately prior to the current
plan amendment is $1.6 million. The ac-
tuarial accrued liability determined for
vested benefits based on the plan provi-
sions before the voluntary amendment
is $1.4 million. The $1.4 million actu-
arial liability is based on benefit provi-
sions that have been in effect for six
years and is fully recognized. However,
the $200,000 increase in liability due to
the voluntary benefit improvement
adopted 15 months ago must be phased-
in on a prorata basis over 60 months.
Therefore, only 25% (15 months divided
by 60 months) of the $200,000 increase,
or $50,000, can be included in the cur-
tailment liability. The current amend-
ment voluntarily increasing vesting
was just adopted and, therefore, none
of the associated increase in actuarial
accrued liability can be included. Ac-
cordingly, in accordance with 9904.413-
50(c)(12)(iv), Contractor S determines
the adjustment for the curtailment of
benefits using an actuarial accrued li-
ability of $1.45 million ($1.4 million
plus $50,000).

(22) Contractor T has maintained sep-
arate qualified defined-benefit plans for
Segments A and B and has separately
computed pension costs for each seg-
ment. Both segments perform work
under contracts subject to this Stand-
ard. On the first day of the current cost
accounting period, Contractor T
merges the two pension plans so that
segments A and B are now covered by a
single pension plan. Because the ratio
of assets to liabilities for each plan is
materially different from that of the
merged plan, the contractor continues
the separate computation of pension
costs for each segment pursuant to
9904.413-50(c)(3). After considering the
assignable cost limitations for each
segment, Contractor T determines the
potentially assignable pension cost is
$12,000 for Segment A and $24,000 for
Segment B. The maximum tax-deduct-
ible amount for the merged plan is
$30,000, which is $6,000 less than the
sum of the otherwise assignable costs
for the segments ($36,000). To deter-
mine the portion of the total maximum
tax-deductible amount applicable to
each segment on a reasonable basis,

9904.413-60

the contractor prorates the $30,000 by
the pension cost determined for each
segment after considering the assign-
able cost limitations for each segment.
Therefore, in accordance with 9904.413—
50(c)(1)(1), the assignable pension cost
is $10,000 for Segment A ($30,000 times
$12,000 divided by $36,000) and $20,000 for
Segment B ($30,000 times $24,000 divided
by $36,000). Contractor T funds the full
$30,000 and allocates the assignable
pension cost for each segment to final
cost objectives.

(23) Assume the same facts as in
9904.413-60(c)(22), except that the tax-
deductible maximum is $40,000 and the
ERISA minimum funding requirement
is $18,000. Since funding of the accrued
pension cost is not constrained by tax-
deductibility, Contractor T determines
the assignable pension cost to be
$12,000 for Segment A and $24,000 for
Segment B. If the contractor funds
$36,000, the full assigned pension cost of
each segment can be allocated to final
cost objectives. However, because the
contractor funds only the ERISA min-
imum of $18,000, the contractor must
apportion the $18,000 contribution to
each segment on a basis that reflects
the assignable pension cost of each seg-
ment in accordance with 9904.413-
50(c)(1)(ii). To measure the funding
level of each segment, Contractor T
uses an ERISA minimum funding re-
quirement separately determined for
each segment, as if the segment were a
separate plan. On this basis, the allo-
cable pension cost is determined to be
$8,000 for Segment A and $10,000 for
Segment B. In accordance with
9904.412-50(a)(2), Contractor T must
separately identify, and eliminate from
future cost computations, $4,000
($12,000—$8,000) for Segment A and
$14,000 ($24,000—$10,000) for Segment B.

(24) Assume the same facts as in
9904.413-60(c)(23), except that Segment
B performs only commercial work. As
permitted by 9904.413-50(c)(1)(ii), the
contractor first applies $12,000 of the
contribution amount to Segment A,
which is performing work under Gov-
ernment contracts, for purposes of
9904.412-50(d)(1). The remaining $6,000 is
applied to Segment B. The full as-
signed pension cost of $12,000 for Seg-
ment A is funded and such amount is
allocable to CAS-covered contracts.
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Pursuant to 9904.412-50(a)(2), the con-
tractor separately identifies, and
eliminates from future pension costs,
the $18,000 ($24,000—$6,000) of unfunded
assigned cost for Segment B.

(25) Contractor U has a qualified de-
fined-benefit pension plan covering em-
ployees at two segments that perform
work on contracts subject to this
Standard. The ratio of the actuarial
value of assets to actuarial accrued 1li-
abilities is significantly different be-
tween the two segments. Therefore,
Contractor U is required to compute
pension cost separately for each seg-
ment. The actuarial value of assets al-
located to Segment A exceeds the actu-
arial accrued liability by $50,000. Seg-
ment B has an unfunded actuarial li-
ability of $20,000. Thus, the pension
plan as a whole has an actuarial sur-
plus of $30,000. Pension cost of $5,000 is
computed for Segment B and is less
than Segment B’s assignable cost limi-
tation of $9,000. The tax-deductible
maximum is $0 for the plan as whole
and, therefore, $0 for each segment.
Contractor U will deem all existing
amortization bases maintained for Seg-
ment A to be fully amortized in accord-
ance with 9904.412-50(c)(2)(ii). For Seg-
ment B, the amortization of existing
portions of unfunded actuarial liability
continues unabated. Furthermore, pur-
suant to 9904.412-50(c)(2)(iii), the con-
tractor establishes an additional amor-
tization base for Segment B for the as-
signable cost deficit of $5,000.

(26) Assume the same facts as Illus-
tration 9904.413-60(c)(20), except that
ERISA required Contractor R to cease
benefit accruals. In this case, the seg-
ment closing adjustment is exempted
by 9904.413-50(c)(12)(viii). If the written
plan document provides that benefit
accruals will automatically be retro-
actively reinstated when permitted by
ERISA, then the pension cost measured
pursuant to CAS 412 and this Standard
for contract costing purposes may con-
tinue to recognize the benefit accruals,
if the contractor has so elected. If
there is evidence that the contractor
might revoke the plan provision to re-
store the missed benefit accruals, then
the contractor shall not make such
election. Otherwise, the pension cost
measured pursuant to CAS 412 and this
Standard shall not recognize any ben-
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efit accruals until, and unless, the plan
is subsequently amended to reinstate
the accruals. Furthermore, when the
plan is amended, the change in the ac-
tuarial accrued liability shall be meas-
ured as an actuarial gain or loss, and
amortized in accordance with 9904.412—
50(a)(1)(v) and 9904.413-50(a)(2)(ii).

[60 FR 16553, Mar. 30, 1995; 60 FR 20248, Apr.
25, 1995, as amended at 61 FR 58011, Nov. 12,
1996; 76 FR 81324, Dec. 27, 2011; 77 FR 43543,
July 25, 2012]

9904.413-61 Interpretation. [Reserved]

9904.413-62 Exemption.
None for this Standard.

9904.413-63 Effective Date.

(a) This Standard is effective as Feb-
ruary 27, 2012, hereafter known as the
“Effective Date’’, and is applicable for
cost accounting periods after June 30,
2012, hereafter known as the ‘‘Imple-
mentation Date.”

(b) Following the award of a contract
or subcontract subject to this Standard
on or after the Effective Date, contrac-
tors shall follow this Standard, as
amended, beginning with its next cost
accounting period beginning after the
later of the Implementation Date or
the award date of a contract or sub-
contract to which this Standard is ap-
plicable. The first day of the cost ac-
counting period that this Standard, as
amended, is first applicable to a con-
tractor or subcontractor is the ‘“Appli-
cability Date of the CAS Pension Har-
monization Rule’ for purposes of this
Standard. Prior to the Applicability
Date of the CAS Pension Harmoni-
zation Rule, contractors or subcontrac-
tors shall follow the Standard in
9904.413 in effect prior to the Effective
Date.

(1) Following the award of a contract
or subcontract subject to this Standard
received on or after the Effective Date,
contractors with contracts or sub-
contracts subject to this Standard that
were received prior to the Effective
Date shall continue to follow the
Standard in 9904.413 in effect prior to
the Effective Date. Beginning with the
Applicability Date of the CAS Pension
Harmonization Rule, such contractors
shall follow this Standard, as amended,
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for all contracts or subcontracts sub-
ject to this Standard.

(2) Following the award of a contract
or subcontract subject to this Standard
received during the period beginning on
or after the date published in the FED-
ERAL REGISTER and ending before the
Effective Date, contractors shall follow
the Standard in 9904.413 in effect prior
to the Effective Date. If another con-
tract or subcontract, subject to this
Standard, is received on or after the
Effective Date, the provisions of
9904.413-63(b)(1) shall apply.

[60 FR 16557, Mar. 30, 1995, as amended at 76
FR 81325, Dec. 27, 2011; 77 FR 43543, July 25,
2012]

9904.413-64 Transition method.

(a) To be acceptable, any method of
transition from compliance with
Standard 9904.413 in effect prior to
March 30, 1995, to compliance with
Standard 9904.413 in effect as of March
30, 1995, must follow the equitable prin-
ciple that costs, which have been pre-
viously provided for, shall not be re-
dundantly provided for under revised
methods. Conversely, costs that have
not previously been provided for must
be provided for under the revised meth-
od. This transition subsection is not in-
tended to qualify for purposes of as-
signment or allocation, pension costs
which have previously been disallowed
for reasons other than ERISA funding
limitations.

(b) The sum of all portions of un-
funded actuarial liability identified
pursuant to Standard 9904.413, effective
March 30, 1995, including such portions
of unfunded actuarial liability deter-
mined for transition purposes, is sub-
ject to the requirements for assign-
ment of 9904.412-40(c).

(c) Furthermore, this Standard, effec-
tive March 30, 1995, clarifies, but is not
intended to create, rights of the con-
tracting parties, and specifies tech-
niques for determining adjustments
pursuant to 9904.413-50(c)(12). These
rights and techniques should be used to
resolve outstanding issues that will af-
fect pension costs of contracts subject
to this Standard.

(d) The method, or methods, em-
ployed to achieve an equitable transi-
tion shall be consistent with the provi-

9904.414-30

sions of this Standard and shall be ap-
proved by the contracting officer.

(e) All adjustments shall be prospec-
tive only. However, costs/prices of prior
and existing contracts not subject to
price adjustment may be considered in
determining the appropriate transition
method or adjustment amount for the
computation of costs/prices of con-
tracts subject to this Standard.

[60 FR 16557, Mar. 30, 1995]

9904.413-64.1 Transition Method for
the CAS Pension Harmonization
Rule.

The transition method for the CAS
Pension Harmonization Rule under this
Standard shall be in accordance with
9904.412.64.1 Transition Method for CAS
Pension Harmonization Rule.

[76 FR 81325, Dec. 27, 2011]

9904.414 Cost accounting standard—
cost of money as an element of the
cost of facilities capital.

9904.414-10 [Reserved]

9904.414-20 Purpose.

The purpose of this Cost Accounting
Standard is to establish criteria for the
measurement and allocation of the cost
of capital committed to facilities as an
element of contract cost. Consistent
application of these criteria will im-
prove cost measurement by providing
for allocation of cost of contractor in-
vestment in facilities capital to nego-
tiated contracts.

9904.414-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Business Unit means any segment
of an organization, or an entire busi-
ness organization, which is not divided
into segments.

(2) Cost of capital committed to facilities
means an imputed cost determined by
applying a cost of money rate to facili-
ties capital.

(38) Facilities capital means the net
book value of tangible capital assets
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and of those intangible capital assets
that are subject to amortization.

(4) Intangible capital asset means an
asset that has no physical substance,
has more than minimal value, and is
expected to be held by an enterprise for
continued use or possession beyond the
current accounting period for the bene-
fits it yields.

() Tangible capital asset means an
asset that has physical substance,
more than minimal value, and is ex-
pected to be held by an enterprise for
continued use or possession beyond the
current accounting period for the serv-
ices it yields.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.414-40 Fundamental
ment.

require-

(a) A contractor’s facilities capital
shall be measured and allocated in ac-
cordance with the criteria set forth in
this Standard. The allocated amount
shall be used as a base to which a cost
of money rate is applied.

(b) The cost of money rate shall be
based on rates determined by the Sec-
retary of the Treasury, pursuant to
Public Law 92-41 (85 stat. 97).

(c) The cost of capital committed to
facilities shall be separately computed
for each contract using facilities cap-
ital cost of money factors computed for
each cost accounting period.

9904.414-50 Techniques for

tion.

applica-

(a) The investment base used in com-
puting the cost of money for facilities
capital shall be computed from ac-
counting data used for contract cost
purposes. The form and instructions
stipulated in this Standard shall be
used to make the computation.

(b) The cost of money rate for any
cost accounting period shall be the
arithmetic mean of the interest rates
specified by the Secretary of the Treas-
ury pursuant to Public Law 92-41 (85
stat. 97). Where the cost of money must
be determined on a prospective basis,
the cost of money rate shall be based
on the most recent available rate pub-
lished by the Secretary of the Treas-
ury.
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(c)(1) A facilities capital cost of
money factor shall be determined for
each indirect cost pool to which a sig-
nificant amount of facilities capital
has been allocated and which is used to
allocate indirect costs to final cost ob-
jectives.

(2) The facilities capital cost of
money factor for an indirect cost pool
shall be determined in accordance with
Form CASB CMF, and its instructions
which are set forth in appendix A to
9904.414. One form will serve for all the
indirect cost pools of a business unit.

(3) For each CAS-covered contract,
the applicable cost of capital com-
mitted to facilities for a given cost ac-
counting period is the sum of the prod-
ucts obtained by multiplying the
amount of allocation base units (such
as direct labor hours, or dollars of total
cost input) identified with the contract
for the cost accounting period by the
facilities capital cost of money factor
for the corresponding indirect cost
pool. In the case of process cost ac-
counting systems, the contracting par-
ties may agree to substitute an appro-
priate statistical measure for the allo-
cation base units identified with the
contract.

9904.414-60 Illustrations.

The use of Form CASB CMF and
other computations anticipated for
this Cost Accounting Standard are il-
lustrated in appendix B to 9904.414.

9904.414-61 Interpretation. [Reserved]

9904.414-62

(a) For contractors who are not sub-
ject to full CAS-coverage as of the date
of publication of this part 99 as a final
rule, this Standard shall apply only to
those fully-covered contracts with sub-
sequent dates of award and pricing cer-
tification.

(b) This Standard shall not apply
where compensation for the use of tan-
gible capital assets is based on use
rates or allowances provided for by
other appropriate Federal procurement
regulations such as those governing:

(1) Educational institutions,

(2) State, local, and federally recog-
nized Indian tribal governments, or

(3) Construction equipment rates (see
48 CFR 31.105(d)).

Exemption.
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APPENDIX A TO 9904.414—INSTRUCTIONS FOR
ForM CASB CMF

This Standard is effective as of April

9904.414-63 Effective date.
17, 1992.

CASB, OFPP, OMB

money factors applicable to each overhead or
G&A expense allocation base employed with-

vert those values to facilities capital cost of
in a business unit.

tractor cost accounting period, and (b) con-
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Basis

All data pertain to the cost accounting pe-
riod for which the contractor prepares over-
head and G&A expense allocations. The cost
of money computations should be compatible
with those allocation procedures. More spe-
cifically, facilities capital values used should
be the same values that are used to generate
depreciation or amortization that is allowed
for Federal Government contract costing
purposes; land which is integral to the reg-
ular operation of the business unit shall be
included.

Applicable Cost of Money Rate (Col. 1)

Enter here the rate as computed in accord-
ance with 9904.414-50(b).

Accumulation and Direct Distribution of Net
Book Value (Col. 2)

Recorded, Leased Property, Corporate.

The net book value of facilities capital
items in this column shall represent the av-
erage balances outstanding during the cost
accounting period. This applies both to items
that are subject to periodic depreciation or
amortization and also to such items as land
that are not subject to periodic write-offs.
Unless there is a major fluctuation, it will be
adequate to ascertain the net book value of
these assets at the beginning and end of each
cost accounting period, and to compute an
average of those two sets of figures. ‘“‘Re-
corded” facilities are the facilities capital
items owned by the contractor, carried on
the books of the business unit, and used in
its regular business activity. ‘‘Leased prop-
erty” is the capitalized value of leases for
which constructive costs of ownership are al-
lowed in lieu of rental costs under Govern-
ment procurement regulations. Corporate or
group facilities are the business unit’s allo-
cable share of corporate-owned and leased fa-
cilities. The net book value of items of facili-
ties capital which are held or controlled by
the home office shall be allocated to the
business unit on a basis consistent with the
home office expense allocation.

Distributed and Undistributed.

All facilities capital items that are identi-
fied in the contractor’s records as solely ap-
plicable to an organizational unit cor-
responding to a specific overhead, G&A or
other indirect cost pool which is used to allo-
cate indirect costs to final cost objectives,
are listed against the applicable pools and
are classified as ‘‘distributed.” ‘‘Undistrib-
uted’ is the remainder of the business unit’s
facilities capital. The sum of ‘“‘distributed”
and ‘‘undistributed’” must also correspond to
the amount shown on the ‘“‘total’ line.

48 CFR Ch. 99 (10-1-24 Edition)

Allocation of Distributed.

List in the narrative column all the over-
head and G&A expense pools to which ‘“‘dis-
tributed” facilities capital items have been
allocated. Enter the corresponding amounts
in (Col. 2). The sum of all the amounts shown
against specific overhead and G&A expense
pools must correspond to the amount shown
in the ‘“‘distributed’’ line.

Allocation of Undistributed (Col. 3)

Business unit ‘‘undistributed’ facilities
are allocated to overhead and the G&A ex-
pense pools on any reasonable basis that ap-
proximates the actual absorption of depre-
ciation or amortization of such facilities.
For instance, the basis of allocation of undis-
tributed assets in each business unit be-
tween; e.g., engineering overhead pool and
the manufacturing overhead pool, should be
related to the manner in which the expenses
generated by these assets are allocated be-
tween the two overhead pools. Detailed anal-
ysis of this allocation is not required where
essentially the same results can be obtained
by other means. Where the cost accounting
system for purposes of Government contract
costing uses more than one ‘‘charging rate”
for allocating indirect costs accumulated in
a single cost pool, one representative base
may be substituted for the multiplicity of
bases used in the allocation process. The net
book value of service center facilities capital
items appropriately allocated should be in-
cluded in this column. The sum of the en-
tries in Column 3 is equal to the entry in the
undistributed line, Column 2.

A supporting work sheet of this allocation
should be prepared if there is more than one
service center or other similar ‘inter-
mediate’ cost objective involved in the re-
allocation process.

Alternative Allocation Process—As an al-
ternative to the above allocation process all
the undistributed assets for one or more
service centers or similar intermediate cost
objectives may be allocated to the G&A ex-
pense pool. Consequently, the cost of money
for these undistributed assets will be distrib-
uted to the final cost objectives on the same
basis that is used to allocate G&A expense.
This procedure may be adopted for any cost
accounting period only when the contracting
parties agree (a) that the depreciation or am-
ortization generated by these undistributed
assets is immaterial, or (b) that the results
of this alternative procedure are not likely
to differ materially from those which would
be obtained under the ‘‘regular’ allocation
process described previously.

Total Net Book Value (Col. 4)

The sum of Columns 2 and 3. The total of
this column should agree with the business
unit’s total shown in Column 2.
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Cost of Money for the Cost Accounting Period
(Col. 5)

Multiply the amounts in Column 4 by the
percentage rate in Column 1.

Allocation Base for the Period (Col. 6)

Show here the total units of measure used
to allocate overhead and G&A expense pools
(e.g., direct labor dollars, machine hours,
total cost input, etc.). Include service cen-
ters that make charges to final cost objec-
tives. Each base unit-of-measure must be
compatible with the bases used for applying
overhead in the Federal Government con-
tract cost computation. The total base unit
of measure used for allocation in this column
refers to all work done in an organizational
unit associated with the indirect cost pool
and not to Government work alone.

Facilities Capital Cost of Money Factors (Col. 7)

The quotients of cost of money for the cost
accounting period (Col. 5) separately divided
by the corresponding overhead or G&A ex-
pense allocation bases (Col. 6). Carry each
computation to five decimal places. This fac-
tor represents the cost of money applicable
to facilities capital allocated to each unit of
measure of the overhead or G&A expense al-
location base.

APPENDIX B TO 9904.414—EXAMPLE—ABC
CORPORATION

ABC Corporation has a home office that
controls three operating divisions (Business
Units A, B & C). The home office includes an
administrative computer center whose costs
are allocated separately to the business
units. The separate allocation conforms to
the requirements specified in the Cost Ac-
counting Standard No. 403. Tables I through
VI deal with home office expense allocations
to business units.

The A Division is a business unit as defined
by the CASB, and it uses one engineering
and one manufacturing overhead pool to ac-
cumulate costs for charging overhead to
final cost objectives. In addition, the indi-
rect cost allocation process also uses two
‘“‘service centers” with their own indirect
cost pools: Occupancy and technical com-
puter center.

The costs accumulated in the occupancy
pool are allocated among manufacturing
overhead, engineering overhead, and the
technical computer center on the basis of
floor space occupied. The costs accumulated
in the technical computer center cost pool
are allocated to users on the basis of a CPU
hourly rate. Some of these allocations are
made to engineering or manufacturing over-
head while others are allocated direct to
final cost objectives.

At the business unit level, all the indirect
expense incurred is regarded either as an en-
gineering or manufacturing expense. Thus

9904.414-63

the sole item that enters into the business
unit G&A expense pool is the allocation re-
ceived by the A Division from the home of-
fice.

Operating results for the A Division are
given in Table VII. Facilities capital items
for the division are given in Table IX.

The example is based on a single set of il-
lustrative contract cost data given in Table
VIII. Since two methods, the ‘‘regular’” and
the ‘‘alternative’” method, are potentially
available for computing cost of money on fa-
cilities capital items two sets of different re-
sults can be considered.

In addition, total cost input is used in the
example as the allocation base for the G&A
expense. Two variations of this example have
been prepared to illustrate the impact of ex-
cluding or including cost of money from
total cost input. Variation I, summarized in
Table XIII, excludes cost of money from the
cost input allocation base. Variation II, sum-
marized in Tables XVII and XVIII, includes
cost of money in the cost input allocation
base.

Throughout the example, where appro-
priate, cross references have been made to
the text of the relevant parts of the Stand-
ard.

VARIATION |—TOTAL COST INPUT ALLOCATION
BASE EXCLUDES COST OF MONEY
TABLE |—NET BOOK VALUE OF HOME OFFICE
FACILITIES CAPITAL

Dec. 31, 1974 | Dec. 31, 1975
Administrative computer
center facilities capital ... $550,000 $450,000
Other home office facilities
capital .. 420,000 380,000
Total v 970,000 830,000

The assets in the above table generate al-
lowable depreciation or amortization, as ex-
plained in Instructions for Form CASB CMF
(Basis). Thus they should be included in the
asset base for cost of money computation.

TABLE |l—HOME OFFICE FACILITIES CAPITAL
ANNUAL AVERAGE BALANCES

Administrative computer center facilities

CAPIAl v $500,000
Other home office facilities capital .......... 400,000
Total oo 900,000

The above averages are based on data in
Table I computed in accordance with the cri-
teria in Instructions for Form CASB CMF
(Recorded, Leased Property, Corporate).

$970,000 + $830,000 = $1,800,000'2 = $900,000
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TABLE |ll—HOME OFFICE DEPRECIATION AND
AMORTIZATION FOR 1975

Administrative computer center facilities

capital $100,000

48 CFR Ch. 99 (10-1-24 Edition)

TABLE |ll—HOME OFFICE DEPRECIATION AND
AMORTIZATION FOR 1975—Continued
Other home office facilities capital 40,000

140,000

TABLE IV—ALLOCATION OF ABC HOME OFFICE EXPENSES TO DIVISIONS (BUSINESS UNITS)

Total ex- Allocation of business units
pense A B c
Administrative computer center $1,800,000 $900,000 $900,000
Other home office .........cccovvviiiiiiiiicccce 4,800,000 2,400,000 1,200,000 1,200,000
TOAl oo 6,600,000 3,300,000 2,100,000 1,200,000

The above allocation is carried out in ac-
cordance with CAS 403. The expense allo-
cated to individual business units above in-

cludes depreciation and amortization as re-
flected in Table V.

TABLE V—DEPRECIATION AND AMORTIZATION COMPONENT OF ABC HOME OFFICE EXPENSE

Total depre- Allocation of business units
ciation and
amortization
expense A B c
Administrative computer center $100,000 $50,000 $50,000
Other home office ........ccooiiiiiiiicee 40,000 20,000 10,000 10,000
TOAl e 140,000 70,000 60,000 10,000
TABLE VI—ALLOCATION OF HOME OFFICE
FACILITIES CAPITAL TO BUSINESS UNITS
(a) Depreciation and amortization alloca-
tion in Table V converted to percentages.
Total depre- Allocation of business units (in percent)
ciation and
amoritzation
expense (in A B C
percent)
Administrative computer center 100 50 50
Other home office ........ccccvvviiiiiiiiiiiiccce 100 50 25 25

(b) Application of percentages in (a) to av-
erage net book values in Table II, in accord-
ance with criteria in Instructions for Form

CASB CMF (Recorded, Leased Property, Cor-
porate).

Total net Allocation of business units
book value A B c
Administrative computer center facilities capital .. $500,000 $250,000 $250,000
Other home office facilities capital 400,000 200,000 100,000 $100,000
TOtAl e 900,000 450,000 350,000 100,000
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TABLE VII—"A” DIVISION 1975 OPERATING RESULTS

?;]Otﬁlt g?%t Fixed-price bcl'j’éterggp& Commercial
p CAS-covered and other
other work contract CAS-covered work
G.&A. contracts
Direct material:
Purchased parts . $2,000,000 $100,000 $100,000 $1,800,000
Subcontract items 21,530,000 11,750,000 7,205,000 2,575,000
Total .. PPN 23,530,000 11,850,000 7,305,000 4,375,000
Director labor and overhead:
Engineering 1abor ..........cccoiiiiiiniiieee s 2,000,000 1,500,000 500,000
Engineering overhead (80 pct of direct engineering
labor) ..ot . . 1,600,000 1,200,000 400,000
Manufacturing labor . 3,000,000 1,200,000 200,000 1,600,000
Manufacturing overhead (200 pct of direct managemen
12D0OF) . 6,000,000 2,400,000 400,000 3,200,000
Other direct charges:
Technical computer center direct charge 2,280 h at
B250/N e 570,000 200,000 370,000
Total cost input (excluding cost of money) 36,700,000 18,350,000 9,175,000 9,175,000
G. & A. (8.99 pct of cost input) 3,300,000 1,650,000 825,000 825,000
TOtal i 40,000,000 20,000,000 10,000,000 10,000,000
TABLE VIII—CoOST DATA FOR THE CONTRACT
PUICNASEA PANS ....cvivieietietiiieiieie sttt sttt ese et et eseesesaeseese st e st eseebe e eteesesbeneesesbeneaneas $85,000
Subcontract items 990,000
Technical computer time 280 h at $250/h . 70,000
Engineering labor 330,000
Engineering overhead at 80 pct .... 264,000
Manufacturing labor 1,210,000
Manufacturing overhead at 200 pct .. 2,420,000
Total cost input (excluding cost Of MONEY) .......ccceeiieiiieniieiieeeeeeee s 5,369,000
G & A AE 8.9 PO .ottt e e e e 483,000
Total cost input and G. & A. (excluding cost of money) ...........ccccoevevviinnns 5,852,000

TABLE IX—DIVISION A FACILITIES CAPITAL

Average net book values are computed in
accordance with Instructions to Form CASB

CMF. Average figures only are given, the un-
derlying beginning and ending balances for
1975 have not been reproduced.

" : . : Average net Annual de-
Name of indirect cost pool the asset is associated with book value preciation
ENgIineering OVErNEAA .........ccciiiiiiiiiiiiiiiiit e $320,000 $40,000
Manufacturing overhead .... 4,500,000 900,000
Technical computer center 450,000 90,000
Occupancy ... RV RV RV RV . 3,000,000 200,000
Facilities capital recorded by division A (see Form CASB CMF instructions for description of re-
COTARA) .ttt 8,270,000 1,230,000
Allocated from home office, table VI ........c.cccccoevvviivneevieecieeciens 450,000
Total diVISION A .o 8,720,000

TABLE X—ALLOCATION OF UNDISTRIBUTED
FACILITIES CAPITAL

(a) Occupancy Pool Assets. Total occupancy
pool expenses are assumed to be $1,000,000 of

which $200,000 is depreciation per Table IX.
Allocation of the $3,000,000 net book value of
assets per Table IX is performed on the basis
of floor space utilization.
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Occupancy Percent of

Indirect cost pool %xepens_e and total floor Asset alloca-
preciation ilized tion

allocation space utilize
ENQGINEEING ..ttt $200,000 20 $600,000
MANUFACTUNING .t 750,000 75 2,250,000
TeChniCal COMPULET ..ot 50,000 5 150,000
TOtAl <o 1,000,000 100 3,000,000

(b) Technical Computer Center Assets.
Total technical computer center expenses for
the year are assumed to be $770,000 including
$90,000 depreciation per Table IX and $50,000
charge from the occupancy pool per para-
graph (a) of this table. A charging rate of

$250 per hour is computed assuming a total
of 3,080 chargeable CPU hours per annum.
The net book value of assets amounting to
$600,000 ($450,000 per Table IX plus the
$150,000 allocated per (a) above) is allocated
on the basis of CPU hours utilized.

- H A t Asset alloca-
Overhead pool or cost objective ch;)rlggd ctg?;gd Percent ssetioan oca
Fixed price contracts, table VII 800 $200,000 26 $156,000
Cost reimbursement contracts, table VII 1,480 370,000 48 288,000
Engineering overhead pool ................ 800 200,000 26 156,000
TOtAl e 3,080 770,000 100 600,000
(¢c) Summary of Undistributed Facilities
Capital Allocation. Undistributed (per Table
IX).
Technical computer center . $450,000
Occupancy 3,000,000
1o | PRSP P PRI 3,450,000
Distribution per paragraph (a) or (b) of this
table of balances to overhead pools that re-
sult in charges direct to final cost objectives.
Overhead pool (a) (b) Total
ENQINEEIING ...ttt $600,000 $156,000 $756,000
ManUFACTUIING ..c.vovieiiieiieece e 2,250,000 | .ooooviviiiiiiens 2,250,000
Technical computer center (direct charge to CONtracts) ............ccccccvveviciviciciiciees | covveiicccccens 444,000 444,000
TOLAL et 2,850,000 600,000 3,450,000
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TABLE XIII—SUMMARY OF COST OF MONEY COMPUTATION ON FACILITIES CAPITAL
[Cost of money excluded from total cost input]

Computation %%mgu;ﬁg?_n
Allocated to fgsc'i'ﬂ%ersggéar_ native facili-
Allocation base contract, ital cost ofp Amount ties capital, Amount
table VIII cost of
motn%)i f@(cltor, money factor,
able '
table XI
Engineering labor $330,000 0.04304 $14,203 0.0128 $4,244
Manufacturing labor . 1,210,000 .18 217,800 12 145,200
Technical computer time 1280 15.57895 4,362 | oo | e
Cost input ... $5,369,000 .00098 5,261 .00850 45,636
Total cost of money on facilities
capital ... | e | e, 241,626 | .oooviiiiiiins 195,060

1Hours.

VARIATION [I—TOTAL COST INPUT ALLOCATION BASE INCLUDES COST OF MONEY
TABLE XIV—RECOMPUTATION OF “A” DIVISION TOTAL COST INPUT TO REFLECT INCLUSION OF COST

OF MONEY
(a) Regular method:
Total cost iNPUL PEr taBIE VII ......couiiiiiiiiiee s $36,700,000
Cost of money applicable to facilities capital identified with overhead pools per sub-
total in coluMN 5, tADIE XV ..veeiiiiiieie e 661,600

Total cost input including cost of money
(b) Alternative method:
Total cost iNPUL PEr taDIE VII .....oiiiiiiiiiiice s 36,700,000

Cost of money applicable to facilities capital identified with overhead pools per sub-
total in coluMN 5, tADIE XV ..oeeeeeiiiieeeeeeeeee e e e e e eareees 385,600

37,361,600

Total cost input including CoSt Of MONEY .......c.coiiiiiiiiiiii e 37,085,900
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[Cost of money included in total cost input—regular method]
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TABLE XVII—SUMMARY OF COST OF MONEY COMPUTATION ON FACILITIES CAPITAL—Continued
[Cost of money included in total cost input—regular method]

Computation
Allocated to | USIN9 regular
Allocation base contract, faﬁgl“fégl‘:é’fp' Amount
table VIII
money factor,
table XV
Manufacturing labor e 1,210,000 .18 217,800
Technical computer time .......... 1280 15.57895 4,362
Cost of money related t0 OVErNEAAS ...........ccoririiiiiiiiciseie e | eeeeereeeee s 236,36
Cost of money above to be included in cost input 236,365
Cost input, table VIl .......ccoooiiiiiiiiins 5,369,000
Cost input including cost of MONEY ..........cccccvviiiiiiiiiiiiiiiice 5,605,365 00096 5,381
Total cost of money on facilities capital ............c.ccccocoiiiiiiiiiiiis | i | 241,674
1Hours.
TABLE XVIII—SUMMARY OF COST OF MONEY COMPUTATION ON FACILITIES CAPITAL
[Cost of money included in total cost input—alternative method]
Computation
using alter-
Allocated to native facili-
Allocation base contract, ties, capital Amount
table VIII cost of money
factor, table
XVI
Engineering 1abor .........c.cccooeeeeeicecninieas $330,000 0.0128 $4,224
Manufacturing labor ... 1,210,000 12 145,200
Cost of money related t0 OVETNEadS ...........cccciviiiiiiiniiiicii e | e 149,424
Cost of money above to be included in cost input 149,424
Cost input, table VIl ..o 5,369,000
Cost input including cost of money ............. 5,518,424 46,410
Total cost of money on facilities capital 5,518,424 | ..oooovveeeeeieen, 195,834

[67 FR 14153, Apr. 17, 1992; 57 FR 34081, 34167, Aug. 3, 1992]

9904.415 Accounting for the cost of de-
ferred compensation.

9904.415-10 [Reserved]

9904.415-20 Purpose.

(a) The purpose of this Standard
9904.415 is to provide criteria for the
measurement of the cost of deferred
compensation and the assignment of
such cost to cost accounting periods.
The application of these criteria should
increase the probability that the cost
of deferred compensation is allocated
to cost objectives in a uniform and con-
sistent manner.

(b) This Standard is applicable to the
cost of all deferred compensation ex-
cept the following which are covered in
other Cost Accounting Standards:

(1) The cost for compensated personal
absence, and

(2) The cost for pension plans that do
not meet the definition of an Employee
Stock Ownership Plan (ESOP).

[73 FR 23964, May 1, 2008]

9904.415-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard 9904.415. Other terms defined
elsewhere in this Chapter 99 shall have
the meanings ascribed to them in those
definitions unless paragraph (b) of this
section requires otherwise.

(1) Deferred compensation means an
award made by an employer to com-
pensate an employee in a future cost
accounting period or periods for serv-
ices rendered in one or more cost ac-
counting periods prior to the date of
the receipt of compensation by the em-
ployee. This definition shall not in-
clude the amount of year end accruals
for salaries, wages, or bonuses that are
to be paid within a reasonable period of
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time after the end of a cost accounting
period.

(2) Employee Stock Ownership Plan
(ESOP) means:

(i) An employee benefit plan that is
described by the Employee Retirement
Income Security Act of 1974 (ERISA)
and the Internal Revenue Code (IRC) of
1986 as a stock bonus plan, or combina-
tion stock bonus and money purchase
pension plan, designed to invest pri-
marily in employer stock, and

(ii) Any other deferred compensation
plan designed to invest primarily in
the stock of the contractor’s corpora-
tion including, but not limited to,
plans covered by ERISA.

(3) Fair value means the amount that
a seller would reasonably expect to re-
ceive in a current arm’s length trans-
action between a willing buyer and a
willing seller, other than a forced or
liquidation sale.

(b) The following modifications of
terms defined elsewhere in this Chapter
99 are applicable to this Standard:

(1) Market value means the current
or prevailing price of a stock or other
property as indicated by market
quotations.

(2) [Reserved]

[67 FR 14153, Apr. 17, 1992, as amended at 73
FR 23964, May 1, 2008]

9904.415-40 Fundamental
ment.

(a) The cost of deferred compensation
shall be assigned to the cost account-
ing period in which the contractor in-
curs an obligation to compensate the
employee. In the event no obligation is
incurred prior to payment, the cost of
deferred compensation shall be the
amount paid and shall be assigned to
the cost accounting period in which the
payment is made.

(b) Measurement of deferred com-
pensation costs.

(1) For deferred compensation other
than ESOPs, the deferred compensa-
tion cost shall be the present value of
the future benefits to be paid by the
contractor.

(2) For an ESOP, the deferred com-
pensation cost shall be the amount
contributed to the ESOP by the con-
tractor.

(c) The cost of each award of deferred
compensation shall be considered sepa-

require-

9904.415-50

rately for purposes of measurement
and assignment of such costs to cost
accounting periods. However, if the
cost of deferred compensation for the
employees covered by a deferred com-
pensation plan can be measured and as-
signed with reasonable accuracy on a
group basis, separate computations for
each employee are not required.

[73 FR 23965, May 1, 2008]

9904.415-50 Techniques
tion.

(a) The contractor shall be deemed to
have incurred an obligation for the
cost of deferred compensation when all
of the following conditions have been
met. However, for awards which re-
quire that the employee perform future
service in order to receive the benefits,
the obligation is deemed to have been
incurred as the future service is per-
formed for that part of the award at-
tributable to such future service:

(1) There is a requirement to make
the future payment(s) which the con-
tractor cannot unilaterally avoid.

(2) The deferred compensation award
is to be satisfied by a future payment
of money, other assets, or shares of
stock of the contractor.

(3) The amount of the future pay-
ment can be measured with reasonable
accuracy.

(4) The recipient of the award is
known.

(5) If the terms of the award require
that certain events must occur before
an employee is entitled to receive the
benefits, there is a reasonable prob-
ability that such events will occur.

(6) For stock options, there must be a
reasonable probability that the options
ultimately will be exercised.

(b) If any of the conditions in
9904.415-50(a) is not met, the cost of de-
ferred compensation shall be assign-
able only to the cost accounting period
or periods in which the compensation
is paid to the employee.

(c) If the cost of deferred compensa-
tion can be estimated with reasonable
accuracy on a group basis, including
consideration of probable forfeitures,
such estimate may be used as the basis
for measuring and assigning the
present value of future benefits.

(d) The following provisions are ap-
plicable for plans, other than ESOPs,

for applica-
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that meet the conditions of 9904.415-
50(a) and the compensation is to be
paid in money.

(1) If the deferred compensation
award provides that the amount to be
paid shall include the principal of the
award plus interest at a rate fixed at
the date of award, such interest shall
be included in the computation of the
amount of the future benefit. If no in-
terest is included in the award, the
amount of the future benefit is the
amount of the award.

(2) If the deferred compensation
award provides for payment of prin-
cipal plus interest at a rate not fixed at
the time of award but based on a speci-
fied index which is determinable in
each applicable cost accounting period;
e.g., a published corporate bond rate,
such interest shall be included in the
computation of the amount of future
benefit. The interest rate to be used
shall be the rate in effect at the close
of the period in which the cost of de-
ferred compensation is assignable.
Since that interest rate is likely to
vary from the actual rates in future pe-
riods, adjustments shall be made in
any such future period in which the
variation in rates materially affects
the cost of deferred compensation.

(3) If the deferred compensation
award provides for payment of prin-
cipal plus interest at a rate not based
on a specified index, or not deter-
minable in each applicable year, the—

(i) Cost of deferred compensation for
the principal of the award shall be
measured by the present value of the
future benefits of the principal, and
shall be assigned to the cost account-
ing period in which the employer in-
curs an obligation to compensate the
employee; and

(ii) Interest on such awards shall be
assigned to the cost accounting pe-
riod(s) in which the payment of the de-
ferred compensation is made.

(4) If the terms of the award require
that the employee perform future serv-
ice in order to receive benefits, the
cost of the deferred compensation shall
be appropriately assigned to the peri-
ods of current and future service based
on the facts and circumstances of the
award. The cost of deferred compensa-
tion for each cost accounting period
shall be the present value of the future
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benefits of the deferred compensation
calculated as of the end of each such
period to which such cost is assigned.

(5) In computing the present value of
the future benefits, the discount rate
shall be equal to the interest rate as
determined by the Secretary of the
Treasury pursuant to Public Law 92-41,
85 stat. 97 at the time the cost is as-
signable.

(6) If the award is made under a plan
which requires irrevocable funding for
payment to the employee in a future
cost accounting period together with
all interest earned thereon, the amount
assignable to the period of award shall
be the amount irrevocably funded.

(7) In computing the assignable cost
for a cost accounting period, any for-
feitures which reduce the employer’s
obligation for payment of deferred
compensation shall be a reduction of
contract costs in the period in which
the forfeiture occurred. The amount of
the reduction for a forfeiture shall be
the amount of the award that was as-
signed to a prior period, plus interest
compounded annually, using the same
Treasury rate that was used as the dis-
count rate at the time the cost was as-
signed. For irrevocably funded plans,
pursuant to  9904.415-50(d)(6), the
amount of the reduction for a for-
feiture shall be the amount initially
funded plus or minus a pro-rata share
of the gains and losses of the fund.

(8) If the cost of deferred compensa-
tion for group plans measured in ac-
cordance with 9904.415-50(c) is deter-
mined to be greater than the amounts
initially assigned because the for-
feiture was overestimated, the addi-
tional cost shall be assignable to the
cost accounting period in which such
cost is ascertainable.

(e) The following provisions are ap-
plicable for plans, other than ESOPs,
that meet the conditions of 9904.415-
50(a) and the compensation is received
by the employee in other than money.
The measurements set forth in this
paragraph constitute the present value
of future benefits for awards made in
other than money and, therefore, shall
be deemed to be a reasonable measure
of the amount of the future payment:

(1) If the award is made in the stock
of the contractor, the cost of deferred
compensation for such awards shall be
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based on the market value of the stock
on the measurement date; i.e., the first
date the number of shares awarded is
known. Market value is the current or
prevailing price of the security as indi-
cated by market quotations. If such
values are unavailable or not appro-
priate (thin market, volatile price
movements, etc.) and acceptable alter-
native is the fair value of the stock.

(2) If an award is made in the form of
options to employees to purchase stock
of the contractor, the cost of deferred
compensation of such award shall be
the amount by which the market value
of the stock exceeds the option price
multiplied by the number of shares
awarded on the measurement date; i.e.,
the first date on which both the option
price and the number of shares is
known. If the option price on the meas-
urement date is equal to or greater
than the market value of the stock, no
cost shall be deemed to have been in-
curred for contract costing purposes.

(3) If the terms of an award of stock
or stock option require that the em-
ployee perform future service in order
to receive the stock or to exercise the
option, the cost of the deferred com-
pensation shall be appropriately as-
signed to the periods of current and fu-
ture service based on the facts and cir-
cumstances of the award. The cost to
be assigned shall be the value of the
stock or stock option at the measure-
ment date as prescribed in 9904.415-50
(e)(1) or (e)(2).

(4) If an award is made in the form of
an asset other than cash, the cost of
deferred compensation for such award
shall be based on the market value of
the asset at the time the award is
made. If a market value is not avail-
able, the fair value of the asset shall be
used.

(5) If the terms of an award, made in
the form of an asset other than cash,
require that the employee perform fu-
ture service in order to receive the
asset, the cost of the deferred com-
pensation shall be appropriately as-
signed to the periods of current and fu-
ture service based on the facts and cir-
cumstances of the award. The cost to
be assigned shall be the value of the
asset at the time of award as pre-
scribed in 9904.415-50(e)(4).
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(6) In computing the assignable cost
for a cost accounting period, any for-
feitures which reduce the employer’s
obligation for payment of deferred
compensation shall be a reduction of
contract costs in the period in which
the forfeiture occurred. The amount of
the reduction shall be equal to the
amount of the award that was assigned
to a prior period, plus interest com-
pounded annually, using the Treasury
rate (see 9904.415-50(d)(5)) that was in
effect at the time the cost was as-
signed. If the recipient of the award of
stock options voluntarily fails to exer-
cise such options, such failure shall not
constitute a forfeiture under provisions
of this Standard.

(7) Stock option awards or any other
form of stock purchase plans con-
taining all of the following characteris-
tics shall be considered noncompen-
satory and not covered by this Stand-
ard:

(i) Substantially all full-time em-
ployees meeting limited employment
qualifications may participate.

(ii) Stock is offered equally to eligi-
ble employees or based on a uniform
percentage of salary or wages.

(iii) An option or a purchase right
must be exercisable within a reason-
able period.

(iv) The discount from the market
price of the stock is no greater than
would be reasonable in an offer of stock
to stockholders or others.

(f)(1) For an ESOP, the contractor’s
cost shall be measured by the contrac-
tor’s contribution, including interest
and dividends if applicable, to the
ESOP. The measurement of contribu-
tions made in the form of stock of the
corporation or property, shall be based
on the market value of the stock or
property at the time the contributions
are made. If the market value is not
available, then fair value of the stock
or property shall be used.

(2) A contractor’s contribution to an
ESOP shall be assignable to a cost ac-
counting period only to the extent that
the stock, cash, or any combination
thereof resulting from the contribution
is awarded to employees and allocated
to individual employee accounts by the
tax filing date for that period, includ-
ing any permissible extensions thereof.
All stock or cash that is allocated to
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the individual employee accounts be-
tween the end of the cost accounting
period and the tax filing date for that
period must be assigned to the cost ac-
counting period in which the employee
is awarded the stock or cash. Any por-
tion of the stock or cash resulting from
a contractor’s contribution that is not
awarded to employees or allocated to
individual employee accounts by the
tax filing date for that period, includ-
ing any permissible extensions thereof,
shall be assigned to a future cost ac-
counting period or periods when the re-
maining portion of stock or cash has
been awarded to employees and allo-
cated to individual employee accounts.
This stock shall retain the value estab-
lished when it was originally purchased
by or otherwise made available to the
ESOP.

[67 FR 14153, Apr. 17, 1992, as amended at 73
FR 23965, May 1, 2008]

9904.415-60 Illustrations.

(a) Contractor A has a deferred com-
pensation plan in which all cash
awards are increased each year by an
interest factor equivalent to the long-
term borrowing rate of the contractor
prevailing during each such year. The
interest factor based on a variable
long-term borrowing rate meets the
criteria  of  9904.415-50(d)(2). Con-
sequently, the cost of deferred com-
pensation for Contractor A shall be
measured by the present value of the
future benefits and shall be assigned to
the cost accounting period in which the
contractor initially incurs an obliga-
tion to compensate the employee. If
the long-term borrowing rate for Con-
tractor A was 9 percent at the close of
the period to which the cost of deferred
compensation was assignable, then
that rate should be used to calculate
the future benefit. Any adjustment in
the cost of deferred compensation
which results from a material change
in the 9 percent rate in future applica-
ble periods shall be made in each such
future period or periods (see 9904.415-
50(d)(2)).

(b) Contractor B made a deferred
compensation award of $10,000 to an
employee on December 31, 1976, for
services performed in 1976 to be paid in
equal annual payments of $2,000 start-
ing at December 31, 1981. The terms of
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the award do not provide for an inter-
est factor to be included in the pay-
ment; consequently, according to pro-
visions of 9904.415-50(d)(1), interest may
not be included in the computation of
the future benefits. The assignable cost
for 1976 is computed as follows, assum-
ing that the interest rate determined
by the Secretary of the Treasury (pur-
suant to Public Law 92-41), 85 Stat. 97
at the time of the award is 8 percent
and the conditions set forth in 9904.415—
50(a) are met.

Amount of future payment x
discount rate 8-percent
present value factor =

present value

Year

1981 ... $2,000 x 0.6805 = $1,361
1982 2,000 x .6301 = 1,260
1983 2,000 x .5834 = 1,167
1984 2,000 x .5402 = 1,080
1985 ... 2,000 x .5002 = 1,000

5,868

Assignable cost for 1976

(c) Contractor C awarded stock op-
tions for 1,000 shares of the contractor
to key employees on December 31, 1976,
under a deferred compensation plan re-
quiring 2 years of additional service be-
fore the awards can be exercised. The
facts and circumstances of the awards
indicate that the deferred compensa-
tion applies only to the periods of fu-
ture service. The market price of the
stock was $26 per share, the option
price was $22, and the interest rate es-
tablished by the Secretary of the
Treasury in effect at the time of award
was 8 percent.

(1) In accordance with 9904.415—
50(e)(2), the cost of the stock options is
the amount by which the current value
of the stock exceeds the option price
multiplied by the number of shares
awarded on the measurement date.
Thus, the total cost of the stock op-
tions is 1,000 shares multiplied by the
difference of the option price and the
market price ($26-22) or $4,000.

(2) Under provisions of 9904.415-
50(e)(3), the cost for stock options is as-
signed to each future cost accounting
period in which employee service is re-
quired and is computed as follows:

Assign-
able cost!
Year of required service:
L1977 e $2,000
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Assign-
able cost!

2,000

Total amount of award .... 4,000

1Note that this illustration assumes that
the facts and circumstances of the award in-
dicate that the award relates equally to each
period of future service. Thus, the assignable
cost was allocated on a pro-rata basis.

(d)(1) Contractor D has a deferred
compensation plan that specifies that
an employee receiving a cash award
must remain with the company for 3
calendar years after the award in order
to qualify and receive the award and
the facts and circumstances indicate
that the deferred compensation applies
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only to the periods of future service. In
accordance with 9904.415-50(d)(4), the
cost of deferred compensation is as-
signable to the periods of future serv-
ice. Thus, the amount of cost of de-
ferred compensation to be assigned by
Contractor D for each of the 3 years
shall be the present value of the future
benefits of the deferred compensation
award calculated as of the end of each
such period to which such cost is as-
signed.

(2) Under this plan, Contractor D
made an award to an employee of $3,000
to be paid at the end of the third year.
The assignable cost for each of the 3
years is computed as follows:

Assign-

Amount able
Yeart of future Present Vﬁﬂ“ﬁ;?ecg‘" ? treas- cost for

payment y each

year
L bbb $1,000 x 0.8573 (8 pct for 2 yr) = $857.30
2 e 1,000 x 0.9302 (7.5 pct for 1 yr) = 930.20
< TSSOSO TSP TP PT SR PPRTOPRION 1,000 x 1.000 (8 pct for O yr) = 1,000.00

1Note that in accordance with the facts and circumstances of the award no deferred compensation is assignable to the period
in which the award is made and that the award relates equally to each period of future service.
2Note that since the costs are measured at the end of each year of required service, the present value factors are based on

the number of years from the year of assignment to the date of payment.
3 Note that the prevailing Treasury rate changed from year 1 to year 2.

(e)(1) Contractor E has a deferred

Amount of future payment x Discount

compensation plan that specifies that
an employee receiving a cash award
must remain with the company for 2
calendar years after the award in order
to qualify and receive the award. Con-
tractor E made an award of $6,000 at
the end of 1976 to an employee to be
paid at the end of 1978. However, the
employee voluntarily terminated his
employment before the end of 1977. The
facts and circumstances of the award
indicate that $2,000 of the award rep-
resents compensation for services ren-
dered in the period of award (1976). The
remaining portion of the award rep-
resents compensation for services to be
rendered in future periods. The assign-
able cost for 1976, which was the only
period to which costs were assigned be-
fore termination, was the present value
of $2,000, the amount of the award at-
tributable to the services of that pe-
riod. Thus, the cost assigned for 1976
was:

rate present value factor for 2 yr at
8 pct = Assignable cost

$2,000 x 0.8573 = $1,714.60

(2) According to provisions of
9904.415-50(d)(7), the amount of the for-
feiture shall be the amount of the cost
that was assigned to a prior period,
plus interest compounded annually,
from the year the cost was assigned to
the year of forfeiture, using the same
Treasury rate (see 9904.415-50(d)(5))
that was used as the discount rate at
the time the cost was assigned. The
IRS rate in effect at the date of award
was 8 percent.

(3) The amount of the forfeiture is
computed as follows:

Assignable cost x Discount rate future
value for 1 yr at 8 pct = Forfeiture
$1,714.60 x 1.08 = $1,851.77
(f) Contractor F has a non-leveraged
ESOP. Under the contractor’s plan,
employees are awarded 5,000 shares of
stock for the year ended December 31,
2007. On February 5, 2008, when the
shares have a market value of $10.00
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each, the 5,000 shares are contributed
to the ESOP and allocated to the indi-
vidual employee accounts. The total
measured and assigned deferred com-
pensation cost for FY 2007 is $50,000
(5,000 x $10 = $50,000). The market value
of the contractor’s stock when awarded
to the employees, whether higher or
lower than the $10.00 per share market
value when the contractor’s contribu-
tion was made to the ESOP, is irrele-
vant to the measurement of the con-
tractor’s ESOP costs.

(g) Contractor G has a leveraged
ESOP. Under the contractor’s plan,
employees are awarded 10,000 shares of
stock for the year ended December 31,
2007. On February 15, 2008, the con-
tractor contributes $780,000 in cash to
the ESOP trust (ESOT) to satisfy the
principal and interest payment on the
ESOT loan for FY 2007, resulting in the
bank releasing 9,000 shares of stock,
and 1,000 shares of stock valued at
$60,000 to the ESOT, representing the
balance of the 10,000 shares. On Feb-
ruary 22, 2008, the ESOP allocates 10,000
shares to the individual employee ac-
counts. The total measured and as-
signed deferred compensation cost for
FY 2007 is $840,000—the contractor’s
total contribution required to satisfy
the deferred compensation obligation
totaling 10,000 shares.

(h)(1) Contractor H has a leveraged
ESOP. Under the contractor’s plan,
employees are awarded 8,000 shares of
stock for the year ended December 31,
2007. On January 31, 2008, the con-
tractor contributes $500,000 in cash to
the ESOT to satisfy the principal and
interest payment on the ESOT loan for
2007, resulting in the bank releasing
10,000 shares of stock. On February 10,
2008, 8,000 shares are allocated to indi-
vidual employee accounts, satisfying
the deferred compensation obligation
for 2007. The total measured deferred
compensation cost for 2007 is $500,000—
the contractor’s contribution for the
cost accounting period. However, the
total assignable deferred compensation
cost for 2007 is $400,000—the portion of
the contribution that satisfies the 2007
deferred compensation obligation of
8,000 shares [(8,000 shares / 10,000 shares)
x $500,000 = $400,000]. The remaining
$100,000 of the contribution made in
2007 is assignable to future periods in

48 CFR Ch. 99 (10-1-24 Edition)

which the remaining 2,000 shares of
stock are awarded to employees and al-
located to individual employee ac-
counts.

(2) At December 31, 2008, the employ-
ees are awarded 12,000 shares of stock.
On January 31, 2009, Contractor H con-
tributes $500,000 in cash to the ESOT to
satisfy the principal and interest pay-
ment on the ESOT loan for 2008, result-
ing in the bank releasing 10,000 shares
of stock. On February 10, 2009, 12,000
shares are allocated to individual em-
ployee accounts satisfying the deferred
compensation obligation for 2008. The
total deferred compensation assignable
to 2008 is $600,000, the cost of the 12,000
shares awarded to employees and allo-
cated to individual employee accounts
for 2008. The cost of the award is com-
prised of the contractor’s contribution
for the current cost accounting period
(10,000 shares at $500,000) and the 2007
contribution carryover (2,000 shares at
$100,000).

(i) Contractor I has a leveraged
ESOP. Under the contractor’s plan,
employees are awarded 10,000 shares for
FY 2007, which ended December 31, 2007.
On February 10, 2008, Contractor I con-
tributes $700,000 in cash to satisfy the
principal and interest payment for the
ESOP loan for FY 2007. This contribu-
tion results in the bank releasing 10,000
shares of stock. On March 1, 2008, the
ESOP allocates the 10,000 shares to in-
dividual employee accounts satisfying
the 2007 obligation. The 10,000 shares of
stock must be assigned to FY 2007
(these shares cannot be assigned to
2008).

[67 FR 141563, Apr. 17, 1992, as amended at 73
FR 23965, May 1, 2008]

9904.415-61 Interpretation. [Reserved]

9904.415-62 Exemption.
None for this Standard.

9904.415-63 Effective date.

(a) This Standard 9904.415 is effective
as of June 2, 2008.

(b) This Standard shall be followed
by each contractor on or after the start
of its next cost accounting period be-
ginning after the receipt of a contract
or subcontract to which this Standard
is applicable.
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(c) Contractors with prior CAS-cov-
ered contracts with full coverage shall
continue to follow Standard 9904.415 in
effect prior to June 2, 2008 until this
Standard, effective June 2, 2008, be-
comes applicable following receipt of a
contract or subcontract to which this
revised Standard applies.

(d) For contractors and subcontrac-
tors that have established advance
agreements prior to June 2, 2008 re-
garding the recognition of the costs of
existing ESOPs, the awarding agency
and contractor shall comply with the
provisions of such advance agree-
ment(s) for these existing ESOPs, re-
gardless of whether the ESOP was pre-
viously subject to CAS 412 or 415. These
advance agreements may be modified,
by mutual agreement, to incorporate
the requirements effective on June 2,
2008.

[73 FR 23966, May 1, 2008]

9904.416 Accounting
costs.

for insurance

9904.416-10 [Reserved]

9904.416-20 Purpose.

The purpose of this standard is to
provide criteria for the measurement
of insurance costs, the assignment of
such costs to cost accounting periods,
and their allocation to cost objectives.
The application of these criteria should
increase the probability that insurance
costs are allocated to cost objectives in
a uniform and consistent manner.

9904.416-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this part 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Actual cash value means the cost
of replacing damaged property with
other property of like kind and quality
in the physical condition of the prop-
erty immediately prior to the damage.

(2) Insurance administration exrpenses
means the contractor’s costs of admin-
istering an insurance program, e.g., the
costs of operating an insurance or risk-
management department, processing
claims, actuarial fees, and service fee
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paid to insurance companies, trustees,
or technical consultants.

(3) Projected average loss means the es-
timated long-term average loss per pe-
riod for periods of comparable exposure
to risk of loss.

(4) Self-insurance means the assump-
tion or retention of the risk or loss by
the contractor, whether voluntarily or
involuntarily. Self-insurance includes
the deductible portion of purchased in-
surance.

(5) Self-insurance charge means a cost
which represents the projected average
loss under a self-insurance plan.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.416-40 Fundamental
ment.

require-

(a) The amount of insurance cost to
be assigned to a cost accounting period
is the projected average loss for that
period plus insurance administration
expenses in that period.

(b) The allocation of insurance costs
to cost objectives shall be based on the
beneficial or casual relationship be-
tween the insurance costs and the ben-
efiting or causing cost objectives.

9904.416-50 Techniques
tion.

for applica-

(a) Measurement of projected average
loss. (1) For exposure to risk of loss
which is covered by the purchase of in-
surance or by payments to a trusteed
fund, the premium or payment, ad-
justed in accordance with the following
criteria, shall represent the projected
average 1oss:

(i) The premium cost applicable to a
given policy term shall be assigned pro
rata among the cost accounting periods
covered by the policy term, except as
provided in subdivisions (a)(1) (ii)
through (vi) of this subsection. A re-
fund, dividend or additional assessment
shall become an adjustment to the pro
rata premium costs for the earliest
cost accounting period in which the re-
fund or dividend is actually or con-
structively received or in which the ad-
ditional assessment is payable.

(ii) Where insurance is purchased spe-
cifically for, and directly allocated to,

409



9904.416-50

a single final cost objective, the pre-
mium need not be prorated among cost
accounting periods.

(iii) Any part of a premium or pay-
ment to an insurer or trustee, or any
part of a dividend or premium refund
retained by an insurer or trustee which
would be includable as a deposit in pub-
lished financial statements prepared in
accordance with generally accepted ac-
counting principles shall be accounted
for as a deposit for the purpose of de-
termining insurance costs.

(iv) Any part of a premium or pay-
ment to an insurer or to a trustee, or
any part of a dividend or premium re-
fund retained by an insurer, for inclu-
sion in a reserve or fund established
and maintained on behalf of the in-
sured or the policyholder or trustor,
shall be accounted for as a deposit un-
less the following conditions are met:

(A) The objectives of the reserve or
fund are clearly stated in writing.

(B) Measurement of the amount re-
quired for the reserve or fund is actu-
arially determined and is consistent
with the objectives of the reserve or
fund.

(C) Payments and additions to the re-
serve or fund are made in a systematic
and consistent manner.

(D) If payments to accomplish the
stated objectives of the reserve or fund
are made from a source other than the
reserve or fund, the payments into the
reserve or fund are reduced accord-
ingly.

(v) If an objective of an insurance
program is to prefund insurance cov-
erage on retired persons, then, in addi-
tion to the requirements imposed by
subdivision (a)(1)(iv) of this subsection,
the:

(A) Payments must be made to an in-
surer or trustee to establish and main-
tain a fund or reserve for that purpose;

(B) Policyholder or trustor must
have no right of recapture of the re-
serve or fund so long as any active or
retired participant in the program re-
mains alive, unless the interests of
such remaining participants are satis-
fied through adequate reinsurance or
otherwise; and

(C) Amount added to the reserve or
fund in any cost accounting period
must not be greater than an amount
which would be required to apportion
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the cost of the insurance coverage fair-
ly over the working lives of the active
employees in the plan. If a contractor
establishes a terminal-funded plan for
retired persons or converts from a pay-
as-you-go plan to a terminal-funded
plan, the actuarial present value of
benefits applicable to employees al-
ready retired shall be amortized over a
period of 15 years.

(vi) The contractor may adopt and
consistently follow a practice of deter-
mining insurance costs based on the es-
timated premium and assessments net
of estimated refunds and dividends. If
this practice is adopted, then any dif-
ference between an estimated and ac-
tual refund, dividend, or assessment
shall become an adjustment to the pro
rata net premium costs for the earliest
cost accounting period in which the re-
fund or dividend is actually or con-
structively received or in which the ad-
ditional assessment is payable.

(2) For exposure to risk of loss which
is not covered by the purchase of insur-
ance or by payments to a trusteed
fund, the contractor shall follow a pro-
gram of self-insurance accounting ac-
cording to the following criteria:

(i) Except as provided in subdivisions
(a)(2)(ii) and (iii) of this subsection, ac-
tual losses shall not become a part of
insurance costs. Instead, the con-
tractor shall make a self-insurance
charge for each period for each type of
self-insured risk which shall represent
the projected average loss for that pe-
riod. If insurance could be purchased
against the self-insured risk, the cost
of such insurance may be used as an es-
timate of the projected average loss; if
this method is used, the self-insurance
charge plus insurance administration
expenses may be equal to, but shall not
exceed, the cost of comparable pur-
chased insurance plus the associated
insurance administration expenses.
However, the contractor’s actual loss
experience shall be evaluated regu-
larly, and self-insurance charges for
subsequent periods shall reflect such
experience in the same manner as
would purchased insurance. If insur-
ance could not be purchased against
the self-insured risk, the amount of the
self-insurance charge for each period
shall be based on the contractor’s expe-
rience, relevant industry experience,
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and anticipated conditions in accord-
ance with accepted actuarial prin-
ciples.

(ii) Where it is probable that the ac-
tual amount of losses which will occur
in a cost accounting period will not dif-
fer significantly from the projected av-
erage loss for that period, the actual
amount of losses in that period may be
considered to represent the projected
average loss for that period in lieu of a
self-insurance charge.

(iii) Under self-insurance programs
for retired persons, only actual losses
shall be considered to represent the
projected average loss unless a reserve
or fund is established in accordance
with 9904.416-50(a)(1)(V).

(iv) The self-insurance charge shall
be determined in a manner which will
give appropriate recognition to any in-
demnification agreement which exists
between the contracting parties.

(3) In measuring actual losses under
subparagraph (a)(2) of this subsection:

(i) The amount of a loss shall be
measured by:

(A) The actual cash value of property
destroyed,

(B) Amounts paid or accrued to re-
pair damage,

(C) Amounts paid or accrued to es-
tates and beneficiaries, and

(D) Amounts paid or accrued to com-
pensate claimants, including subroga-
tion.

Where the amount of a loss which is
represented by a liability to a third
party is uncertain, the estimate of the
loss shall be the amount which would
be includable as an accrued liability in
financial statements prepared in ac-
cordance with generally accepted ac-
counting principles.

(ii) If a loss has been incurred and the
amount of the liability to a claimant is
fixed or reasonably certain, but actual
payment of the liability will not take
place for more than 1 year after the
loss is incurred, the amount of the loss
to be recognized currently shall be the
present value of the future payments,
determined by using a discount rate
equal to the interest rate as deter-
mined by the Secretary of the Treasury
pursuant to Public Law 92-41, 85 stat.
97 in effect at the time the loss is rec-
ognized. Alternatively, where settle-
ment will consist of a series of pay-
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ments over an indefinite time period,
as in workmen’s compensation, the
contractor may follow a consistent pol-
icy of recognizing only the actual
amounts paid in the period of payment.

(4) The contractor may elect to rec-
ognize immaterial amounts of self-in-
sured losses or insurance administra-
tion expenses as part of other expense
categories rather than as ‘‘insurance
costs.”

(b) Allocation of insurance costs. (1)
Where actual losses are recognized as
an estimate of the projected average
loss, in accordance with 9904.416—
50(a)(2), or where actual loss experience
is determined for the purpose of devel-
oping self-insurance charges by seg-
ment, a loss which is incurred in a
given segment shall be identified with
that segment. However, if the contrac-
tor’s home office is, in effect, a rein-
surer of its segments against cata-
strophic losses, a portion of such cata-
strophic losses shall be allocated to, or
identified with, the home office.

(2) Insurance costs shall be allocated
on the basis of the factors used to de-
termine the premium, assessment, re-
fund, dividend, or self-insurance
charge, except that insurance costs in-
curred by a segment or allocated to a
segment from a home office may be
combined with costs of other indirect
cost pools if the resultant allocation to
each final cost objective is substan-
tially the same as it would have been if
separately allocated under this provi-
sion.

(3) Insurance administration ex-
penses which are material in relation
to total insurance costs shall be allo-
cated on the same basis as the related
premium costs or self-insurance
charge.

(c) Records. The contractor shall
maintain such records as may be nec-
essary to substantiate the amounts of
premiums, refunds, dividends, losses,
and self-insurance charges, paid or ac-
crued, and the measurement and allo-
cation of insurance costs. Memo-
randum records may be used to reflect
any material differences between in-
surance costs as determined in accord-
ance with this standard and as includ-
able in financial statements prepared
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in accordance with generally accepted
accounting principles.

[67 FR 14153, Apr. 17, 1992; 57 FR 34168, Aug.
3, 1992]

9904.416-60 Illustrations.

(a) Contractor A pays a company-
wide property and casualty insurance
premium for the policy term July 1,
1980, to July 1, 1983, and includes the
entire amount as cost in its cost ac-
counting period which ended December
31, 1980. This is a violation of 9904.416-
50(a)(1)(1) in that only one-sixth of the
policy term fell within the cost ac-
counting period which ended December
31, 1980, and therefore only one-sixth of
the premium should have been included
in cost in that cost accounting period.

(b) Contractor B has a retrospec-
tively rated worker’s compensation in-
surance program. The policy term cor-
responds with the contractor’s cost ac-
counting period. Premium refunds are
normally received and applied in the
following cost accounting period. The
contractor’s practice is to include the
entire gross premium in insurance cost
in the cost accounting period in which
it is paid and to credit the refund
against insurance cost in the cost ac-
counting period in which it is received.
This practice conforms with 9904.416-
50(a)(1)(i). The contractor could also,
under the provisions of 9904.416—
50(a)(1)(vi), have followed a consistent
practice of estimating such refunds in
advance and including the estimated
net premium in insurance cost.

(c) Contractor C establishes a self-in-
sured program of life insurance for ac-
tive and retired persons. The con-
tractor pays death benefits directly to
the beneficiaries of deceased employees
and includes such payments in insur-
ance costs at the time of payment.
This practice complies with 9904.416-
50(a)(2)(iii) which requires that only
the actual losses be recognized unless a
trusteed reserve or fund is established
in accordance with 9904.416-50(a)(1)(V).

(d) Instead of paying death benefits
directly, contractor D purchases an-
nual group term life insurance on ac-
tive and retired persons and charges
the premiums to insurance costs (with
proper recognition for refunds and divi-
dends). Contractor D’s retired persons
wish to be protected against possible
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discontinuance of the program. Con-
tractor D, therefore, establishes a
trusteed fund. As each employee re-
tires, contractor D deposits in the fund
an amount which is equal to the pre-
mium on a paid-up policy for that em-
ployee, and he advises the trustee that
the fund is to be used to continue to
pay premiums on retired persons in the
event the program is discontinued. The
contractor also continues to purchase
group term insurance on both active
employees and retired persons and
charges both the premiums and the de-
posits to insurance costs. This practice
does mnot comply with 9904.416-
50(a)(1)(iv)(D) which requires that if
payments to accomplish the stated ob-
jectives of the reserve or funds are
made from a source other than the re-
serve or fund, the payments into the
fund shall be reduced accordingly.

NoOTE: In this instance the contractor could
comply with the standard by paying from
the fund that portion of the group term pre-
mium which represented the retired persons
or by reducing the deposits to the fund by an
equivalent amount in accordance with
9904.416-50(a)(1)(iv)(D). This practice would
also comply with the requirement of 9904.416—
50(a)(1)(v)(C) that the amount added to the
fund not be greater than an amount which
would be required to fairly allocate the cost
over the working lives of the active employ-
ees in the plan.

(e) Contractor E wishes to provide as-
surance of his life insurance program
continuance to both active and retired
employees. He establishes a trusteed
fund in accordance with 9904.416—
50(a)(1) (iv) and (v) and thereafter pays
into the fund each year for each active
employee an actuarially determined
amount which will accumulate to the
equivalent of the premium on a paid-up
life insurance policy at retirement. He
charges the annual payments to insur-
ance costs. Benefits are paid directly
from the fund (or the fund is used to
pay the annual premiums on group
term life insurance for all employees).
This practice also complies with the
requirement of 9904.416-50(a)(1)(v)(C)
that the amount added to the fund not
be greater than an amount which
would be required to fairly allocate the
cost over the working lives of the ac-
tive employees in the plan.

(f) Contractor F has a fire insurance
policy which provides that the first
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$50,000 of any fire loss will be borne by
the contractor. Because the risk of loss
is dispersed among many physical
units of property and the average po-
tential loss per unit is relatively low,
the actual losses in any period may be
expected not to differ significantly
from the projected average loss. There-
fore, the contractor intends to let the
actual losses represent the projected
average loss for this exposure to risk.
Property with an actual cash value of
$80,000 is destroyed in a fire. The con-
tractor charges the $50,000 of the loss
not covered by the policy to insurance
costs for contract costing purposes.
The practice complies with the require-
ment of 9904.416-50(a)(2). However, had
the contractor’s plan been to make a
self-insurance charge for such losses,
then any difference between the self-in-
surance charge and actual losses in
that cost accounting period would not
have been allocable as an insurance
cost.

(g) Contractor G is preparing to enter
into a Government contract to produce
explosive devices. The contractor is un-
able to purchase adequate insurance
protection and must act as a self-in-
surer. There is a significant possibility
of a major loss, against which the Gov-
ernment will not undertake to indem-
nify the contractor. The contractor,
therefore, intends to make a self-insur-
ance charge for this exposure to risk.
The contractor may, in accordance
with 9904.416-50(a)(2)(i), use data ob-
tained from other contractors or any
other reasonable method of estimating
the projected average loss in order to
determine the self-insurance charge.

(h) Contractor H purchases liability
insurance for all of its motor vehicles
in a single, company-wide policy which
contains a $50,000 deductible provision.
However, the company’s management
policy provides that when a loss is in-
curred in a segment, only the first
$5,000 of the loss will be charged to the
segment; the balance of the loss will be
absorbed at the home-office level and
reallocated among all segments. Be-
cause the risk of loss is dispersed
among many physical units and the
maximum potential loss per occurrence
is limited, the actual losses in any cost
accounting period may be expected not
to differ significantly from the pro-
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jected average loss. Therefore, the con-
tractor intends to let the actual losses
represent the projected average loss for
this exposure to risk. An analysis of
the loss experience shows that many
past losses exceeded $5,000. Contractor
H’s practice of allocating the loss in
excess of $5,000 to the home office is a
violation of 9904.416-50(b)(1). The limit
of $5,000 cannot realistically be consid-
ered a measure of a ‘‘catastrophic’ loss
when losses frequently exceed this
amount, and the use of a limit this low
would obscure segment loss experience.

9904.416-61 Interpretation. [Reserved]

9904.416-62 Exemption.
None for this Standard.

9904.416-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
covered contracts with full coverage
shall continue this Standard’s applica-
bility upon receipt of a contract to
which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s next full fiscal year begin-
ning after the receipt of a contract to
which this Standard is applicable.

9904.417 Cost of money as an element
of the cost of capital assets under
construction.

9904.417-10 [Reserved]

9904.417-20 Purpose.

The purpose of this Cost Accounting
Standard is to establish criteria for the
measurement of the cost of money at-
tributable to capital assets under con-
struction, fabrication, or development
as an element of the cost of those as-
sets. Consistent application of these
criteria will improve cost measure-
ment by providing for recognition of
cost of contractor investment in assets
under construction, and will provide
greater uniformity in accounting for
asset acquisition costs.

9904.417-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this part 99 shall have the
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meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection requires otherwise.

(1) Intangible capital asset means an
asset that has no physical substance,
has more than minimal value, and is
expected to be held by an enterprise for
continued use or possession beyond the
current accounting period for the bene-
fits it yields.

(2) Tangible capital asset means an
asset that has physical substance,
more than minimal value, and is ex-
pected to be held by an enterprise for
continued use of possession beyond the
current accounting period for the serv-
ices it yields.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.417-40 Fundamental
ment.

The cost of money applicable to the
investment in tangible and intangible
capital assets being constructed, fab-
ricated, or developed for a contractor’s
own use shall be included in the cap-
italized acquisition cost of such assets.

require-

9904.417-50 Techniques
tion.

for applica-

(a) The cost of money for an asset
shall be calculated as follows:

(1) The cost of money rate used shall
be based on interest rates determined
by the Secretary of the Treasury pur-
suant to Public Law 92-41 (85 stat. 97).

(2) A representative investment
amount shall be determined each cost
accounting period for each -capital
asset being constructed, fabricated, or
developed giving appropriate consider-
ation to the rate at which costs of con-
struction are incurred.

(3) Other methods for calculating the
cost of money to be capitalized, such as
the method used for financial account-
ing and reporting, may be used, pro-
vided the resulting amount does not
differ materially from the amount cal-
culated by use of paragraphs (a) (1) and
(2) of this subsection.

(b) If substantially all the activities
necessary to get the asset ready for its
intended use are discontinued, cost of
money shall not be capitalized for the
period of discontinuance. However, if
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such discontinuance arises out of
causes beyond the control and without
the fault or negligence of the con-
tractor, cessation of cost of money cap-
italization is not required.

9904.417-60 Illustrations.

(a) A contractor decided to build a
major addition to this plant using both
his own labor and outside subcontrac-
tors. It took 13 months to complete the
building. The first 10 months of the
construction period were in one cost
accounting period. At the end of the
cost accounting period the total
charges, including cost of money com-
puted in accordance with 9904.414, accu-
mulated in the construction-in-
progress account for this project
amounted to $750,000. However, most of
these construction costs were incurred
towards the end of the cost accounting
period. In developing a method for de-
termining a representative investment
amount, appropriate consideration
must be given to the rate at which
costs have been incurred in accordance
with 9904.417-50(a)(2). Therefore, the
contractor averaged the 10 month-end
balances and determined that the aver-
age investment in the project was
$245,000. Two cost of money rates were
in effect during the 10-month period;
their time-weighted average was deter-
mined to be 8.6 percent. Application of
the 8.6 percent rate for ten-twelfths of
a year to the representative balance of
$245,000 resulted in the determination
that $17,558 should be added to the con-
struction-in-progress account in rec-
ognition of the cost of money related
to this project in its first cost account-
ing period. The project was completed
with the addition of $750,000 of addi-
tional costs during the first 3 months
of the subsequent cost accounting pe-
riod. The contractor considered the 3
month-end balances (which included
the $17,668 capitalized cost of money
described in the preceding paragraph)
and determined that the representative
balance was $1,234,000. The cost of
money rate in effect during this 3-
month period was 7.75 percent. Apply-
ing the rate of 7.75 percent for one-
fourth of a year to the balance of
$1,234,000 resulted in a determination

414



CASB, OFPP, OMB

that $23,909 should be added to the con-
struction-in-progress account in rec-
ognition of the cost of money while
under construction in the second cost
accounting period. The capitalized
project was put into service at the rec-
ognized cost of acquisition of $1,541,467
which consists of the ‘“‘regular’ costs of
$1,500,000 plus $17,558 and $23,909 cost of
money. This practice is in accordance
with 9904.417-50(a) and other applicable
provisions of the Standard.

NOTE: An alternative technique would be
to make separate calculations, using an ap-
propriate investment amount and cost of
money rate, for each month. The sum of the
monthly cost of money amounts could be en-
tered in the construction-in-progress ac-
count once each cost accounting period.

(b) A contractor built a major addi-
tion with identical basic data to those
described in 9904.417-60(a) except that
the costs were incurred at a fairly uni-
form rate throughout the period. Be-
cause of the pattern of cost incurrence,
the contractor used beginning and end-
ing balances of the cost accounting pe-
riod to find the representative
amounts. For the first cost accounting
period the representative investment
amount was the average of the begin-
ning and ending balances (zero and
$750,000), or $375,000. Application of the
average interest rate of 8.6 percent for
ten-twelfths of a year resulted in the
determination that $26,875 should be
added to the construction-in-progress
account in recognition of the cost of
money related to this project in its
first cost accounting period. During
the subsequent 3 months the con-
tractor used the representative balance
of $1,151,875, derived by averaging the
beginning balance of $776,875 ($750,000
“‘regular’ cost plus the $26,8756 imputed
cost from the prior period) and the bal-
ance at the end, $1,526,875. Applying the
7.75 percent cost of money rate to this
balance for a 3-month period resulted
in a determination that $22,317 should
be added to the construction-in-
progress account in recognition of the
cost of money while under construction
in the second cost accounting period.
The capitalized project was put into
service at the recognized cost of acqui-
sition of $1,549,192 which consists of the
“regular’’ costs of $1,500,000 plus $26,875
and $22,317 imputed cost of money. This
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practice is in accordance with 9904.417-
50(a) and other applicable provisions of
the Standard.

NoTE: If this contractor, acting in accord-
ance with established Standards for financial
accounting, allocated a portion of its paid in-
terest expense to this construction project
and the resultant acquisition cost for finan-
cial reporting purposes was not materially
different from $1,5649,192, the contractor
could, in accordance with 9904.417-50(a)(iii),
use the same acquisition cost for contract
costing purposes.

[67 FR 14153, Apr. 17, 1992; 57 FR 34081, Aug.
3, 1992]

9904.417-61 Interpretation. [Reserved]

9904.417-62 Exemption.
None for this Standard.

9904.417-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
covered contracts with full coverage
shall continue this Standard’s applica-
bility upon receipt of a contract to
which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s next full fiscal year begin-
ning after the receipt of a contract to
which this Standard is applicable.

9904.418 Allocation of direct and indi-
rect costs.

9904.418-10 [Reserved]

9904.418-20 Purpose.

The purpose of this Cost Accounting
Standard is to provide for consistent
determination of direct and indirect
costs; to provide criteria for the accu-
mulation of indirect costs, including
service center and overhead costs, in
indirect cost pools; and, to provide
guidance relating to the selection of al-
location measures based on the bene-
ficial or causal relationship between an
indirect cost pool and cost objectives.
Consistent application of these criteria
and guidance will improve classifica-
tion of costs as direct and indirect and
the allocation of indirect costs.

9904.418-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
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Standard. Other terms defined else-
where in this chapter 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Allocate means to assign an item
of cost, or a group of items of cost, to
one or more cost objectives. This term
includes both direct assignment of cost
and the reassignment of a share from
an indirect cost pool.

(2) Direct cost means any cost which
is identified specifically with a par-
ticular final cost objective. Direct
costs are not limited to items which
are incorporated in the end product as
material or labor. Costs identified spe-
cifically with a contract are direct
costs of that contract. All costs identi-
fied specifically with other final cost
objectives of the contractor are direct
costs of those cost objectives.

(3) Indirect cost means any cost not
directly identified with a single final
cost objective, but identified with two
or more final cost objectives or with at
least one intermediate cost objective.

(4) Indirect cost pool means a grouping
of incurred costs identified with two or
more cost objectives but not identified
specifically with any final cost objec-
tive.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.418-40 Fundamental
ments.

require-

(a) A business unit shall have a writ-
ten statement of accounting policies
and practices for classifying costs as
direct or indirect which shall be con-
sistently applied.

(b) Indirect costs shall be accumu-
lated in indirect cost pools which are
homogeneous.

(c) Pooled costs shall be allocated to
cost objectives in reasonable propor-
tion to the beneficial or causal rela-
tionship of the pooled costs to cost ob-
jectives as follows:

(1) If a material amount of the costs
included in a cost pool are costs of
management or supervision of activi-
ties involving direct labor or direct
material costs, resource consumption
cannot be specifically identified with
cost objectives. In that circumstance, a
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base shall be used which is representa-
tive of the activity being managed or
supervised.

(2) If the cost pool does not contain a
material amount of the costs of man-
agement or supervision of activities in-
volving direct labor or direct material
costs, resource consumption can be
specifically identified with cost objec-
tives. The pooled cost shall be allo-
cated based on the specific identifi-
ability of resource consumption with
cost objectives by means of one of the
following allocation bases:

(i) A resource consumption measure,

(ii) An output measure, or

(iii) A surrogate that is representa-
tive of resources consumed.

The base shall be selected in accord-
ance with the criteria set out in
9904.418-50(e).

(d) To the extent that any cost allo-
cations are required by the provisions
of other Cost Accounting Standards,
such allocations are not subject to the
provisions of this Standard.

(e) This Standard does not cover ac-
counting for the costs of special facili-
ties where such costs are accounted for
in separate indirect cost pools.

9904.418-50 Techniques
tion.

(a) Determination of direct cost and in-
direct cost. (1) The business unit’s writ-
ten policy classifying costs as direct or
indirect shall be in conformity with
the requirements of this Standard.

(2) In accounting for direct costs a
business unit shall use actual costs, ex-
cept that—

(i) Standard costs for material and
labor may be used as provided in
9904.407; or

(ii) An average cost or pre-estab-
lished rate for labor may be used pro-
vided that:

(A) The functions performed are not
materially disparate and employees in-
volved are interchangeable with re-
spect to the functions performed, or

(B) The functions performed are ma-
terially disparate but the employees
involved either all work in a single pro-
duction unit yielding homogeneous
outputs, or perform their respective
functions as an integral team.

Whenever average cost or pre-estab-
lished rates for labor are used, the

for applica-
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variances, if material, shall be disposed
of at least annually by allocation to
cost objectives in proportion to the
costs previously allocated to these cost
objectives.

(3) Labor or material costs identified
specifically with one of the particular
cost objectives listed in paragraph
(d)(3) of this subsection shall be ac-
counted for as direct labor or direct
material costs.

(b) Homogeneous indirect cost pools. (1)
An indirect cost pool is homogeneous if
each significant activity whose costs
are included therein has the same or a
similar beneficial or causal relation-
ship to cost objectives as the other ac-
tivities whose costs are included in the
cost pool. It is also homogeneous if the
allocation of the costs of the activities
included in the cost pool result in an
allocation to cost objectives which is
not materially different from the allo-
cation that would result if the costs of
the activities were allocated sepa-
rately.

(2) An indirect cost pool is not homo-
geneous if the costs of all significant
activities in the cost pool do not have
the same or a similar beneficial or
causal relationship to cost objectives
and, if the costs were allocated sepa-
rately, the resulting allocation would
be materially different. The determina-
tion of materiality shall be made using
the criteria provided in 9903.305.

(3) A homogeneous indirect cost pool
shall include all indirect costs identi-
fied with the activity to which the pool
relates.

(c) Change in allocation base. No
change in an existing indirect cost pool
allocation base is required if the allo-
cation resulting from the existing base
does not differ materially from the al-
location that results from the use of
the base determined to be most appro-
priate in accordance with the criteria
set forth in paragraphs (d) and (e) of
this subsection. The determination of
materiality shall be made using the
criteria provided in Subpart 9903.305.

(d) Allocation measures for an indirect
cost pool which includes a material
amount of the costs of management or su-
pervision of activities involving direct
labor or direct material costs. (1) The
costs of the management or super-
vision of activities involving direct
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labor or direct material costs do not
have a direct and definitive relation-
ship to the benefiting cost objectives
and cannot be allocated on measures of
a specific beneficial or causal relation-
ship. In that circumstance, the base se-
lected to measure the allocation of the
pooled costs to cost objectives shall be
a base representative of the activity
being managed or supervised.

(2) The base used to represent the ac-
tivity being managed or supervised
shall be determined by the application
of the criteria below. All significant
elements of the selected base shall be
included.

(i) A direct labor hour base or direct
labor cost base shall be used, whichever
in the aggregate is more likely to vary
in proportion to the costs included in
the cost pool being allocated, except
that:

(ii) A machine-hour base is appro-
priate if the costs in the cost pool are
comprised predominantly of facility-re-
lated costs, such as depreciation, main-
tenance, and utilities; or

(iii) A units-of-production base is ap-
propriate if there is common produc-
tion of comparable units; or

(iv) A material cost base is appro-
priate if the activity being managed or
supervised is a material-related activ-
ity.

(3) Indirect cost pools which include
material amounts of the costs of man-
agement or supervision of activities in-
volving direct labor or direct material
costs shall be allocated to:

(i) Final cost objectives;

(ii) Goods produced for stock or prod-
uct inventory;

(iii) Independent research and devel-
opment and bid and proposal projects;

(iv) Cost centers used to accumulate
costs identified with a process cost sys-
tem (i.e., process cost centers);

(v) Goods or services produced or ac-
quired for other segments of the con-
tractor and for other cost objectives of
a business unit; and

(vi) Self-construction, fabrication,
betterment, improvement, or installa-
tion of tangible capital assets.

(e) Allocation measures for indirect cost
pools that do mnot include material
amounts of the costs of management or
supervision of activities involving direct
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labor or direct material costs. Homo-
geneous indirect cost pools of this type
have a direct and definitive relation-
ship between the activities in the pool
and benefiting cost objectives. The
pooled costs shall be allocated using an
appropriate measure of resource con-
sumption. This determination shall be
made in accordance with the following
criteria taking into consideration the
individual circumstances:

(1) The best representation of the
beneficial or causal relationship be-
tween an indirect cost pool and the
benefiting cost objectives is a measure
of resource consumption of the activi-
ties of the indirect cost pool.

(2)(1) If consumption measures are
unavailable or impractical to ascer-
tain, the next best representation of
the beneficial or causal relationship for
allocation is a measure of the output of
the activities of the indirect cost pool.
Thus, the output is substituted for a di-
rect measure of the consumption of re-
sources.

(ii) The use of the basic unit of out-
put will not reflect the proportional
consumption of resources in cir-
cumstances in which the level of re-
source consumption varies among the
units of output produced. Where a ma-
terial difference will result, either the
output measure shall be modified or
more than one output measure shall be
used to reflect the resources consumed
to perform the activity.

(3) If neither resources consumed nor
output of the activities can be meas-
ured practically, a surrogate that var-
ies in proportion to the services re-
ceived shall be used to measure the re-
sources consumed. Generally, such sur-
rogates measure the activity of the
cost objectives receiving the service.

(4) Allocation of indirect cost pools
which benefit one another may be ac-
complished by use of:

(i) The cross-allocation (reciprocal)
method,

(ii) The sequential method, or

(iii) Another method the results of
which approximate those achieved by
either of the methods in subdivisions
(e)(4)(i) or (e)(4)(ii) of this subsection.

(6) Where the activities represented
by an indirect cost pool provide serv-
ices to two or more cost objectives si-
multaneously, the cost of such services
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shall be prorated between or among the
cost objectives in reasonable propor-
tion to the beneficial or causal rela-
tionship between the services and the
cost objectives.

(f) Special allocation. Where a par-
ticular cost objective in relation to
other cost objectives receives signifi-
cantly more or less benefit from an in-
direct cost pool than would be reflected
by the allocation of such costs using a
base determined pursuant to para-
graphs (d) and (e) of this subsection,
the Government and contractor may
agree to a special allocation from that
indirect cost pool to the particular cost
objective commensurate with the bene-
fits received. The amount of a special
allocation to any such cost objective
made pursuant to such an agreement
shall be excluded from the indirect cost
pool and the particular cost objective’s
allocation base data shall be excluded
from the base used to allocate the pool.

(g) Use of preestablished rates for indi-
rect costs. (1) Preestablished rates,
based on either forecasted actual or
standard cost, may be used in allo-
cating an indirect cost pool.

(2) Preestablished rates shall reflect
the costs and activities anticipated for
the cost accounting period except as
provided in paragraph (g)(3) of this sub-
section. Such preestablished rates shall
be reviewed at least annually, and re-
vised as necessary to reflect the antici-
pated conditions.

(3) The contracting parties may agree
on preestablished rates which are not
based on costs and activities antici-
pated for a cost accounting period. The
contractor shall have and consistently
apply written policies for the establish-
ment of these rates.

(4) Under paragraphs (g) (2) and (3) of
this subsection where variances of a
cost accounting period are material,
these variances shall be disposed of by
allocating them to cost objectives in
proportion to the costs previously allo-
cated to these cost objectives by use of
the preestablished rates.

(b) If preestablished rates are revised
during a cost accounting period and if
the variances accumulated to the time
of the revision are significant, the
costs allocated to that time shall be
adjusted to the amounts which would
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have been allocated using the revised
preestablished rates.

9904.418-60 Illustrations.

(a) Business Unit A has various clas-
sifications of engineers whose time is
spent in working directly on the pro-
duction of the goods or services called
for by contracts and other final cost
objectives. In keeping with its written
policy, detailed time records are kept
of the hours worked by these engineers,
showing the job/account numbers rep-
resenting various cost objectives. On
the Dbasis of these detailed time
records, Unit A allocates the labor
costs of these engineers as direct labor
costs of final cost objectives. This
practice is in accordance with the re-
quirements of 9904.418-50(a)(1).

(b) Business Unit B has a fabrication
department, employees of which per-
form various functions on units of the
work-in-process of multiple final cost
objectives. These employees are
grouped by labor skills and are inter-
changeable within the skill grouping.
The average wage rate for each group
is multiplied by the hours worked on
each cost objective by employees in
that group. The contractor classifies
these costs as direct labor costs of each
final cost objective. This cost account-
ing treatment is in accordance with
the provisions of 9904.418-50(a)(2)(ii)(B).

(c) Business Unit C accumulates the
costs relating to building ownership,
maintenance, and utility into one indi-
rect cost pool designated ‘‘Occupancy
Costs” for allocation to cost objectives.
Each of these activities has the same
or a similar beneficial or causal rela-
tionship to the cost objectives occu-
pying a space. Unit C’s practice is in
conformance with the provisions of
9904.418-50(b)(1).

(d) Business Unit D includes the indi-
rect costs of machining and assembling
activities in a single manufacturing
overhead pool. The machining activity
does not have the same or similar bene-
ficial or causal relationship to cost ob-
jectives as the assembling activity.
Also, the allocation of the cost of the
machining activity to cost objectives
would be significantly different if allo-
cated separately from the cost of the
assembling activity. Unit D’s single
manufacturing overhead pool is not ho-
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mogeneous in accordance with the pro-
visions of 9904.418-50(b), and separate
pools must be established in accord-
ance with 9904.418-40(b).

(e) In accordance with 9904.418-
50(b)(3), Business Unit E includes all
the cost of occupancy in an indirect
cost pool. In selecting an allocation
measure for this indirect cost pool, the
contractor establishes that it is im-
practical to ascertain a measurement
of the consumption of resources in re-
lation to the use of facilities by indi-
vidual cost objectives. An output base,
the number of square feet of space pro-
vided to users, can be measured prac-
tically; however, the cost to provide fa-
cilities is significantly different for
various types of facilities such as ware-
house, factory, and office and each type
of facility requires a different level of
resource consumption to provide the
same number of square feet of usable
space. Allocation on a basic unit meas-
ure of square feet of space occupied
will not adequately reflect the propor-
tional consumption of resources. Unit
E establishes a weighted square foot
measure for allocating occupancy
costs, which reflects the different lev-
els of resource consumption required to
provide the different types of facilities.
This practice is in conformance with
provisions of 9904.418-50(e)(2)(ii).

(f) Business Unit F has an indirect
cost pool containing a significant
amount of material-related costs. The
contractor allocates these costs be-
tween his machining overhead cost
pool and his assembly overhead cost
pool. The business unit finds it imprac-
tical to use an allocation measure
based on either consumption or output.
The business unit selects a dollars of
material-issued base which varies in
proportion to the services rendered.
The dollars of material-issued base is a
surrogate base which conforms to the
provisions of 9904.418-50(e)(3).

(g) Business Unit G has a machining
activity for which it develops a sepa-
rate overhead rate, using direct labor
cost as the allocation base. The ma-
chining activity occasionally does sig-
nificant amounts of work for other ac-
tivities of the business unit. The labor
used in doing the work for other activi-
ties is of the same nature as that used
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for contract work. However, the ma-
chining labor for other activities is not
included in the base used to allocate
the overhead costs of the machining
activity. This practice is not in con-
formance with 9904.418-50(d)(2). Unit G
must include the cost of labor doing
work for the other activities in the al-
location base for the machining activ-
ity indirect cost pool.

(h) Business Unit H accounts for the
costs of company aircraft in a separate
homogeneous indirect cost pool and al-
locates the cost to benefiting cost ob-
jectives using flight hours. Unit H pro-
rates the cost of a single flight between
benefiting cost objectives whenever si-
multaneous services have been ren-
dered. Manager of Contract 2 learns of
the trip and goes along with Manager
of Contract 1. Unit H prorates the cost
of the trip between Contract 1 and Con-
tract 2. This practice is in conformance
with the provision of 9904.418-50(e)(5).

(i) During a cost accounting period,
Business Unit I allocates the cost of its
flight services indirect cost pool to
other indirect cost pools and final cost
objectives using a preestablished rate.
The preestablished rate is based on an
estimate of the actual costs and activ-
ity for the cost accounting period. For
the cost accounting period, Unit I es-
tablishes a rate of $200 per hour for use
of the flight services activity. In
March, the contractor’s operating envi-
ronment changes significantly; the
contractor now expects a significant
increase in the cost of this activity
during the remainder of the year. Unit
I estimates the rate for the entire cost
accounting period to be $240 an hour.
Pursuant to the provisions of 9904.418-
50(g)(4), the Business Unit may revise
its rate to the expected $240 an hour. If
the accumulated variances are signifi-
cant, the business unit must also ad-
just the costs previously allocated to
reflect the revised rates.

9904.418-61 Interpretation. [Reserved]

9904.418-62

This Standard shall not apply to con-
tracts and grants with state, local, and
Federally recognized Indian tribal gov-
ernments.

Exemptions.
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9904.418-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
covered contracts with full coverage
shall continue this Standard’s applica-
bility upon receipt of a contract to
which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s second full fiscal year be-
ginning after the receipt of a contract
to which this Standard is applicable.

9904.420 Accounting for independent
research and development costs
and bid and proposal costs.

9904.420-10 [Reserved]

9904.420-20 Purpose.

The purpose of this Cost Accounting
Standard is to provide criteria for the
accumulation of independent research
and development costs and bid and pro-
posal costs and for the allocation of
such costs to cost objectives based on
the beneficial or causal relationship
between such costs and cost objectives.
Consistent application of these criteria
will improve cost allocation.

9904.420-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
Standard. Other terms defined else-
where in this Chapter 99 shall have the
meanings ascribed to them in those
definitions unless paragraph (b) of this
subsection, requires otherwise.

(1) Allocate means to assign an item
of cost, or a group of items of cost, to
one or more cost objectives. This term
includes both direct assignment of cost
and the reassignment of a share from
an indirect cost pool.

(2) Bid and proposal (B&P) cost means
the cost incurred in preparing, submit-
ting, or supporting any bid or proposal
which effort is neither sponsored by a
grant, nor required in the performance
of a contract.

(3) Business unit means any segment
of an organization, or an entire busi-
ness organization which is not divided
into segments.
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(4) General and administrative (G&A)
erpense means any management, finan-
cial, and other expenses which is in-
curred by or allocated to a business
unit and which is for the general man-
agement and administration of the
business unit as a whole. G&A expense
does not include those management ex-
penses whose beneficial or causal rela-
tionship to cost objectives can be more
directly measured by a base other than
a cost input base representing the total
activity of a business unit during a
cost accounting period.

(5) Home office means an office re-
sponsible for directing or managing
two or more, but not necessarily all,
segments of an organization. It typi-
cally establishes policy for, and pro-
vides guidance to the segments in their
operations. It usually performs man-
agement, supervisory, or administra-
tive functions, and may also perform
service functions in support of the op-
erations of the various segments. An
organization which has intermediate
levels, such as groups, may have sev-
eral home offices which report to a
common home office. An intermediate
organization may be both a segment
and a home office.

(6) Independent research and develop-
ment means the cost of effort which is
neither sponsored by a grant, nor re-
quired in the performance of a con-
tract, and which falls within any of the
following three areas:

(i) Basic and applied research,

(ii) Development, and

(iii) Systems and other concept for-
mulation studies.

(7) Indirect cost means any cost not
directly identified with a single final
cost objective, but identified with two
or more final cost objectives or with at
least one intermediate cost objective.

(8) Segment means one of two or more
divisions, product departments, plants,
or other subdivisions of an organiza-
tion reporting directly to a home of-
fice, usually identified with responsi-
bility for profit and/or producing a
product or service. The term includes
Government-owned contractor-oper-
ated (GOCO) facilities, and joint ven-
tures and subsidiaries (domestic and
foreign) in which the organization has
a majority ownership. The term also
includes those joint ventures and sub-
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sidiaries (domestic and foreign) in
which the organizations has less than a
majority of ownership, but over which
it exercises control.

(b) The following modifications of
terms defined elsewhere in this chapter
99 are applicable to this Standard:
None.

9904.420-40 Fundamental
ment.

require-

(a) The basic unit for the identifica-
tion and accumulation of Independent
Research and Development (IR&D) and
Bid and Proposal (B&P) costs shall be
the individual IR&D or B&P project.

(b) The IR&D and B&P project costs
shall consist of all allocable costs, ex-
cept business unit general and adminis-
trative expenses.

(¢c) The IR&D and B&P cost pools
consist of all IR&D and B&P project
costs and other allocable costs, except
business unit general and administra-
tive expenses.

(d) The IR&D and B&P cost pools of
a home office shall be allocated to seg-
ments on the basis of the beneficial or
causal relationship between the IR&D
and B&P costs and the segments re-
porting to that home office.

(e) The IR&D and B&P cost pools of a
business unit shall be allocated to the
final cost objectives of that business
unit on the basis of the beneficial or
causal relationship between the IR&D
and B&P costs and the final cost objec-
tives.

(f)(1) The B&P costs incurred in a
cost accounting period shall not be as-
signed to any other cost accounting pe-
riod.

(2) The IR&D costs incurred in a cost
accounting period shall not be assigned
to any other cost accounting period,
except as may be permitted pursuant
to provisions of existing laws, regula-
tions, and other controlling factors.

9904.420-50 Techniques
tion.

(a) The IR&D and B&P project costs
shall include (1) costs, which if in-
curred in like circumstances for a final
cost objective, would be treated as di-
rect costs of that final cost objective,
and (2) the overhead costs of productive

for applica-
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activities and other indirect costs re-
lated to the project based on the con-
tractor’s cost accounting practice or
applicable Cost Accounting Standards
for allocation of indirect costs.

(b) The IR&D and B&P cost pools for
a segment consist of the project costs
plus allocable home office IR&D and
B&P costs.

(c) When the costs of individual IR&D
or B&P efforts are not material in
amount, these costs may be accumu-
lated in one or more project(s) within
each of these two types of effort.

(d) The costs of any work performed
by one segment for another segment
shall not be treated as IR&D costs or
B&P costs of the performing segment
unless the work is a part of an IR&D or
B&P project of the performing seg-
ment. If such work is part of a per-
forming segment’s IR&D or B&P
project, the project will be transferred
to the home office to be allocated in
accordance with paragraph (e) of this
subsection.

(e) The costs of IR&D and B&P
projects accumulated at a home office
shall be allocated to its segments as
follows:

(1) Projects which can be identified
with a specific segment(s) shall have
their costs allocated to such seg-
ment(s).

(2) The costs of all other IR&D and
B&P projects shall be allocated among
all segments by means of the same base
used by the company to allocate its re-
sidual expenses in accordance with
9904.403; provided, however, where a
particular segment receives signifi-
cantly more or less benefit from the
IR&D or B&P costs than would be re-
flected by the allocation of such costs
to the segment by the base, the Gov-
ernment and the contractor may agree
to a special allocation of the IR&D or
B&P costs to such segment commensu-
rate with the benefits received. The
amount of a special allocation to any
segment made pursuant to such an
agreement shall be excluded from the
IR&D and B&P cost pools to be allo-
cated to other segments and the base
data of any such segment shall be ex-
cluded from the base used to allocate
these pools.

(f) The costs of IR&D and B&P
projects accumulated at a business
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unit shall be allocated to cost objec-
tives as follows:

(1) Where costs of any IR&D or B&P
project benefit more than one segment
of the organization, the amounts to be
allocated to each segment shall be de-
termined in accordance with paragraph
(e) of this subsection.

(2) The IR&D and B&P cost pools
which are not allocated under subpara-
graph (f)(1) of this subsection, shall be
allocated to all final cost objectives of
the business unit by means of the same
base used by the business unit to allo-
cate its general and administrative ex-
penses in accordance with 9904.410-50;
provided, however, where a particular
final cost objective receives signifi-
cantly more or less benefit from IR&D
or B&P cost than would be reflected by
the allocation of such costs the Gov-
ernment and the contractor may agree
to a special allocation of the IR&D or
B&P costs to such final cost objective
commensurate with the benefits re-
ceived. The amount of special alloca-
tion to any such final cost objective
made pursuant to such an agreement
shall be excluded from the IR&D and
B&P cost pools to be allocated to other
final cost objectives and the particular
final cost objective’s base data shall be
excluded from the base used to allocate
these pools.

(g) Notwithstanding the provisions of
paragraph (d), (e) or (f) of this sub-
section, the costs of IR&D and B&P
projects allocable to a home office pur-
suant to 9904.420-50(d) may be allocated
directly to the receiving segments, pro-
vided that such allocation not be sub-
stantially different from the allocation
that would be made if they were first
passed through home office accounts.

9904.420-60 Illustrations.

(a) Business Unit A’s engineering de-
partment in accordance with its estab-
lished accounting practice, charges ad-
ministrative effort including typing its
overhead cost pool. In submitting a
proposal, the engineering department
assigns several typists to the proposal
project on a full time basis and charges
the typists’ time directly to the pro-
posal project, rather than to its over-
head pool. Because the engineering de-
partment under its established ac-
counting practice does not charge the
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cost of typing directly to final cost ob-
jectives, the direct charge does not
meet with the requirements of 9904.420—
50(a).

(b) Company B has five segments.
The company undertakes an IR&D
project which is part of IR&D plans of
segments X, Y, and Z, and will be of
general benefit to all five segments.
The company designates Segment Z as
the project leader in performing the
project. In accumulating the costs,
each segment allocates overhead to its
part of the project but does not allo-
cate segment G&A. The IR&D costs are
then allocated to the home office by
each segment. The costs are combined
with other IR&D costs that benefit the
company as a whole. The costs are allo-
cated to all five segments by means of
the same base by which the company
allocates its residual home office ex-
pense costs of all segments. This prac-
tice meets the requirements of 9904.420—
40(b), 9904.420-50(e)(2), and 9904.420-
50()(1).

(c) Business Unit C normally ac-
counts for its B&P effort by individual
project. It accumulates directly allo-
cated costs and departmental overhead
costs by project. The business unit also
submits large numbers of bids and pro-
posals whose individual costs of prepa-
ration are not material in amount. The
business unit collects the cost of these
efforts under a single project. Since the
cost of preparing each individual bid
and proposal is not material, the prac-
tice of accumulating these costs in a
single project meets the requirements
of 9904.420-50(c).

(d) Segment D requests that Segment
Y provide support for a Segment D
IR&D project. The work being per-
formed by Segment Y is similar in na-
ture to Segment Y’s normal product
and is not part of its annual IR&D
plan. Segment Y allocates to the
project all costs it allocates to other
final cost objectives, including G&A
expense. Segment Y then directly
transfers the cost of the project to Seg-
ment D in accordance with its normal
intersegment transfer procedure. The
accounting treatment meets the re-
quirements of  9904.420-50(d) and
9904.410.

9904.420-60

(e)(1) Contractor E has six operating
segments and a research segment. The
research segment performs work under:

(i) Research and development con-
tracts,

(ii) Projects which are not part of its
own IR&D plan but are specifically in
support of other segments’ IR&D
projects, and

(iii) IR&D projects for the benefit of
the company as a whole.

(2) The research segment directly al-
locates the cost of the projects in sup-
port of another segment’s IR&D
projects, including an allocation of its
general and administrative expenses,
to the receiving segment. This practice
meets the requirements of 9904.420-
50(d).

(3) The costs of the IR&D projects
which benefit the company as a whole
exclude any allocation of the research
segment’s general and administrative
expenses and are transferred to the
home office. The home office allocates
these costs on the same base it uses to
allocate its residual expenses to all
seven segments. This practice meets
the requirements of 9904.420-50 (e)(2)
and (f)(1).

(f) Company F accumulates at the
home office the costs of IR&D and B&P
projects which generally benefit all
segments of the company except Seg-
ment X. The company and the con-
tracting officer agree that the nature
of the business activity of Segment X
is such that the home office IR&D and
B&P effort is neither caused by nor
provides any benefit to that segment.
For the purpose of allocating its home
office residual expenses, the company
uses a base as provided in 9904.403. For
the purpose of allocating the home of-
fice IR&D and B&P costs, the company
removes the data of Segment X from
the base used for the allocation of its
residual expenses. This practice meets
the requirements of 9904.420-50(e)(2).

(g) Company G has 10 segments. Seg-
ment X performs IR&D projects, the re-
sults of which benefit it and two other
segments but none of the other seven
segments. The cost of those projects
performed by Segment X are trans-
ferred to the home office and allocated
to the three segments on the basis of
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the benefits received by the three seg-
ments. This practice meets the require-
ments of 9904.420-50(e)(1) and 9904.420-
50(f)(1).

9904.420-61 Interpretation. [Reserved]

9904.420-62 Exemptions.

This Standard shall not apply to con-
tracts and grants with State, local, and
federally recognized Indian tribal gov-
ernments.

9904.420-63 Effective date.

This Standard is effective as of April
17, 1992. Contractors with prior CAS-
covered contracts with full coverage
shall continue this Standard’s applica-
bility upon receipt of a contract to
which this Standard is applicable. For
contractors with no previous contracts
subject to this Standard, this Standard
shall be applied beginning with the
contractor’s second full fiscal year be-
ginning after the receipt of a contract
to which this Standard is applicable.

PART 9905—COST ACCOUNTING
STANDARDS FOR EDUCATIONAL
INSTITUTIONS

Sec.
9905.501 Cost accounting standard—consist-
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period—Edu-

9905.501 Cost accounting standard—
consistency in estimating, accumu-
lating and reporting costs by edu-
cational institutions.

9905.501-10 [Reserved]

9905.501-20 Purpose.

The purpose of this Cost Accounting
Standard is to ensure that each edu-
cational institution’s practices used in
estimating costs for a proposal are con-
sistent with cost accounting practices
used by the institution in accumu-
lating and reporting costs. Consistency
in the application of cost accounting
practices is necessary to enhance the
likelihood that comparable trans-
actions are treated alike. With respect
to individual contracts, the consistent
application of cost accounting prac-
tices will facilitate the preparation of
reliable cost estimates used in pricing
a proposal and their comparison with
the costs of performance of the result-
ing contract. Such comparisons provide
one important basis for financial con-
trol over costs during contract per-
formance and aid in establishing ac-
countability for costs in the manner
agreed to by both parties at the time of
contracting. The comparisons also pro-
vide an improved basis for evaluating
estimating capabilities.

9905.501-30 Definitions.

(a) The following are definitions of
terms which are prominent in this
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