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INDIRECT COSTS
An Indirect Cost is any cost not directly identified with a single, final cost objective, but identified with two or more final cost objectives.  It is not subject to treatment as a direct cost.  After direct costs have been determined in a contract budget or other work/activity, indirect costs are those remaining to be allocated.  An indirect cost shall not be allocated to a final cost objective if other costs incurred for the same purpose in like circumstances have been included as a direct cost.  In simpler terms, indirect costs are those costs not readily identified with a specific project or organizational activity but incurred for the joint benefit of both projects or activities.  Indirect are normally grouped into common pools and charged to benefiting objectives through an allocation process or indirect cost rate.  Indirect costs include costs which are frequently referred to as overhead expenses (rent and utilities) and general and administrative expenses (officers' salaries, accounting department costs and personnel department costs).  An indirect cost rate is simply a device for determining fairly and expeditiously the proportion of general (non-direct) expenses that each project or activity will bear.  It is the ratio between total indirect costs of an applicant and some equitable direct cost base.  The indirect cost base or bases (that is, the denominator(s) of the fraction producing a rate) should be selected so as to permit an equitable distribution of indirect costs to the benefiting cost objective.

There are three basic types of indirect cost rates: (1) Provisional/Final; (2) Predetermined; and (3) Fixed with a Carry-Forward provision.  The distinguishing difference between the rates lies not in how they are developed or the type of costs they represent, but rather in whether and how they are adjusted to reflect actual costs.  
A Provisional rate is to be used until a final rate has been determined.  Cost principles clearly state that provisional rates are intended as a temporary measure for "interim reimbursement" pending the establishment of a final rate for that period.  Provisional rates require retroactive adjustments to the final rate, which is later set, based on actual allowable costs incurred during the period.  If the final (actual) rate is less than the provisional rate, the difference is owed back to the federal funding agency.  On the other hand, if the final rate is higher than the provisional rate (an unusual occurrence), additional federal funds may be recovered if they are available at the time of adjustment.  A contract with a provisional rate must remain open until a final rate has been established and all costs settled based on the final rate.

A Predetermined rate is firm; it cannot be adjusted.  Therefore, before such a rate is approved, it must be assured that the actual rate is equal to or less than the predetermined rate, or that any overpayment that may occur when the rates are converted to dollars will be immaterial.  If a contract provider agrees to recover less indirect costs than it is entitled to under federal cost principles may find the predetermined rate attractive because there is no after-the-fact adjustment, and it knows how much indirect it will recover.

The Fixed Rate with Carry-Forward has all the attributes of the other two rate types, but none of their disadvantages.  A contract provider can adjust its estimated rate to an actual rate and it is not necessary to recover (or pay back) retroactive adjustments as it would with a provisional/final rate, or commit itself to an under-recovery of costs as it might with a predetermined rate.

A copy of the indirect cost rate approved by the Federal cognizant agency must be attached.  Where circumstances do not allow for the designation of a Federal cognizant agency, an indirect cost rate may be established as described in the following paragraphs.  Under no circumstances can indirect costs in excess of the approved rate or amount be claimed for reimbursement or matching purposes.  State agencies, if approved by the Office of State Budget and Management, may recover or be reimbursed for a portion of allowable indirect costs and utilize the unrecovered portion as certified public expenditures, or match, for the non-federal share of costs required under such a contract.  

Many non-governmental entities receive federal funds/grants directly from a federal agency.  The Federal cognizant agency approves (or disapproves) such an entity's indirect cost rate(s) on behalf of all federal agencies that provide funds to that organization.  Once the Federal cognizant agency approves the rate, it is expected to be accepted by other agencies when determining the amount of indirect costs applicable to their contracts and programs.  As a general rule, the cognizant agency is the federal agency that provides the largest amount of funds to a non-governmental entity over a certain period of time.  Therefore, if a non-governmental entity receives funding directly from a federal agency (or agencies), the Federal cognizant agency shall be established.  The Federal cognizant agency may provide technical assistance and guidance to entities on how to prepare a proposal requesting establishment and approval of an indirect cost rate.  

In situations where a non-governmental entity does not receive funds directly from a federal agency and where no Federal cognizant agency is designated, an indirect cost rate may be established using criteria and cost principles outlined in the applicable federal circular.  Under these conditions, a person or firm, preferably one knowledgeable of this subject should establish the rate.  This person or firm should not be associated with the audit firm that conducts an audit of the entity's records.  Once a rate has been established, this person or firm should certify in writing to the non-governmental entity that the rate has been established in accordance with the applicable federal circular and that the documentation should be maintained and made available to any auditor requesting such information.  The entity should also provide a copy of the letter to any and all agencies with whom they contract and from whom they wish to claim reimbursement of indirect costs.

Depending upon the type of organization, the following federal circulars/regulations apply:

· State, Local and Indian Tribal Governments


OMB Circular A-87 & ASMB C-10

· Educational Institutions




OMB Circular A-21

· Hospitals






45 CFR Part 74

· Private Non-Profit Organizations



OMB Circular A-122

· For Profit Organizations (other than hospitals)

48 CFR Part 31

The narrative above for Indirect Costs was written by Jack Chappell and revised as of June 19, 2002, October 1, 2002 and January 28, 2003.

Day to Day application:

If the contract budget includes indirect (or administrative) costs:

1. A Provider may include indirect costs in the contract budget for reimbursement if they have a (1) Predetermined indirect cost rate (not subject to adjustment); (2) Fixed rate (no recovery, over or under required) or (3) Provisional rate which requires adjustment to actual at a later time when actual costs have been determined by audit.

2. Review the contract funding source to determine possible limitations regarding administrative costs.  Indirect costs are also considered administrative costs and must be considered when a federal funding source limits total administrative costs.  That is, the total of direct administrative costs plus indirect costs cannot exceed limitations established by federal regulations for administrative purposes.
3. Official documentation of indirect cost is one of the two following documents and should cover at a minimum the period of the contract:

a. Official document from the cognizant federal agency approving the indirect cost rate or

b. In the absence of a cognizant federal agency, the official letter or document from the independent source (not the Provider) approving the rate.

4. The Division should verify the indirect costs computation.  Official documentation should include the basis for the determination and any line items (such as equipment or subcontract costs over $25,000) that are excluded from the determination.  The Provider should not compute indirect costs on excluded line items or those with dollar limitations.

5. A copy of the official indirect cost documentation must be attached to the executed contract.

Note: Providers should be made aware of possible limitations on indirect costs and that official documentation must be submitted prior to the processing of their contract.
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