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Introduction:
Federal Highway Administration (FHWA) is introducing this pilot project concept under the “Test and Evaluation Project TE-045” to test and evaluate the use of a “safe harbor” indirect cost rate by eligible Architectural and Engineering Consulting (A&E) firms when they elect to use the applicable rate.  

Based on this pilot project, FHWA will evaluate the merit of the concept for possible future regulation, policy and guidance. Observations, experiences, and lessons learned from the State Department of Transportation (DOT) and its sub grantee’s (Local Agencies) test and evaluation will assist in shaping future policy and guidance should a safe harbor indirect cost rate be incorporated as a component of a State DOT’s risk based oversight process for providing reasonable assurance of A&E firms compliance with the Federal Cost Principles on Federal-Aid Highway Program (FAHP) funds.   

Existing Federal Regulation Requirement for Indirect Cost Rate:  
A&E firms who provide services under a contract funded by a federal grant are required by federal regulation (as specified in 49 Code of Federal Regulations (CFR), Part 18.22(b)) to account for and bill costs in accordance with 48 CFR, Chapter 1, Part 31. 

Federal law and regulation for the FAHP require contracting agencies to accept indirect cost rates developed in accordance with the Federal Cost Principles for the A&E firm’s applicable one-year accounting period and to apply those rates for the purposes of contract estimation, negotiation, administration, reporting and contract payment (as specified in 23 U.S.C.112(b)(2) and 23 CFR 172.7).  

A&E firms, who compete for contracts that provide engineering and design related services to a DOT or a sub grantee to the State DOT, when the FAHP funds are involved, are required to develop indirect cost rates in accordance with Federal Cost Principles on an annual basis. 

State DOTs and Local Agencies must provide reasonable assurance that A&E firms costs claimed under FAHP funded contracts, including both direct and indirect costs, are allowable in accordance with the Federal Cost Principles.

New Concept – Safe Harbor Indirect Cost Rate: 
The objectives through the establishment and application of the “safe harbor” indirect cost rate:

· Removes a financial management barrier that may otherwise prevent or inhibit new, small, disadvantaged, and/or otherwise eligible and sufficiently qualified and A/E consulting firms from entering the State DOT or sub grantee administered, federally-funded engineering service market.  
· Provide a framework for these A&E consulting firms to establish a cost history for the eventual development of an indirect cost rate for the firm in accordance with the Federal Cost Principles of 48 CFR, Chapter 1, Part 31 based on the actual costs of the firm; and
· Enhance State DOT oversight of A&E consulting firm compliance with the Federal Cost Principles by allowing limited State DOT audit resources to shift to higher risk firms and contracts under a risk-based approach.

FHWA has permitted State DOTs selected to participate in the pilot project for this test, along with eligible A&E firms with whom the State DOTs and Local Agencies will do business, the option of applying a safe harbor indirect cost rate to contracts in instances where the firm does not have a federal compliant indirect cost rate.  

When is the test period?
The test period is for 3 years.  California is one of the ten test states.  It allows Caltrans and California Local Agencies to use the safe harbor indirect cost rate on contracts executed on or after July 1, 2013 through June 30, 2016.

Who are the 10 Test States?
The test and evaluation of the safe harbor indirect cost rate will be conducted by the following State and respective FHWA Division Offices:
Alabama, California, Michigan, Missouri, North Carolina, South Carolina, North Dakota, Ohio, Texas, and Washington 

A&E Firm Eligibility Requirements:
· No previous experience with Federally-funded contracts for which an indirect cost rate would have been developed in compliance with the 48 CFR, Chapter 1, Part 31, and accepted for use by a cognizant agency. 
· No audited or accepted indirect cost rate developed in accordance with the Federal Cost Principles.
· No contract cost history to use as a base for development of an indirect cost rate.

A&E Firm Financial Management (Project/Cost Accounting) System Requirements:
· Accumulate and track direct and indirect labor and other direct costs by contract.
· Segregation of indirect costs.
· Removing unallowable costs in compliance with 48 CFR, Chapter 1, Part 31.
· Lack of an adequate financial management (project/cost accounting) system will result in the A&E Firm not being able to participate in the contract.

Expectation of A&E Firms Using the Safe Harbor Indirect Cost Rate:
To establish a cost history for the eventual development of an indirect cost rate for the firm in accordance with the 48 CFR, Chapter 1, Part 31, Federal Cost Principles based on the actual cost of the firm.



What is the “Safe Harbor” Indirect Cost Rate Percentage?
FHWA has established a national safe harbor rate of 110%.  

While somewhat arbitrary, this rate has been determined, through collaboration with proposed test State DOTs, to be conservative and significantly lower than the industry average of A&E firms indirect cost rates established in accordance with the Federal Cost rates.  

The rate will provide a significant portion of basic overhead costs, and the use of this conservative rate will serve as an incentive for firms to develop an actual rate, when able to do so, in accordance with the Federal Cost Principles as required in federal law and regulation. 

In the interim, it provides minimal risk for overpayment (misuse of FAHP funds) to those A/E firms that choose to use the safe harbor indirect cost rate for federally-funded contracts.  

The safe harbor indirect cost rate is not intended for field-based contracts involving field overhead rates.  It is expected that the A&E firms eligible to use a safe harbor indirect cost rate would not likely have a home and field based accounting structure.  Should a firm opting for the safe harbor indirect cost rate be selected to provide services for a field-based contract, a field-based indirect cost rate may be negotiated by the contracting agency, where appropriate, to ensure an equitable distribution of costs to the benefiting contract in accordance with existing FHWA guidance and as permitted within the Federal Cost Principles.  

Safe Harbor Indirect Cost Rate Applicability:
The safe harbor indirect cost rate may be applied to new contracts executed with a test State DOT, or sub grantee of the State DOT, within the established test period.  Once applied to a contract, the safe harbor indirect cost rate must be utilized for the duration of the contract.  

Large fluctuations in the indirect cost rate of new or start-up firms generally occur in the initial years of operations as contract workload normalizes.  The requirements to use the safe harbor indirect cost rate for the duration of a contract is necessary as the safe harbor rate is considered in the determination of the total contract amount, which would likely not accommodate significant fluctuation of the indirect cost rate in subsequent years of the contract without a corresponding contract modification.  Similarly, the safe harbor rate may be used in the determination of the fixed fee portion of the contract, which would be subject to adjustment unless warranted by changes to the scope of work or duration of the contract.   


The use of the safe harbor indirect cost rate is an option for eligible firms (both prime and subconsultants) on contracts executed within the established test period, unless a firm alternatively opts to propose establishment of a Federal Acquisition Regulation (FAR) compliant indirect cost rate.  
 
State DOT Responsibilities:
FHWA has approved Caltrans safe harbor indirect cost rate procedures last month.  Caltrans has incorporated the safe harbor indirect cost rate work plan process into their written risk-based oversight procedures. The SHR implementation instructions are in the Caltrans Division of Procurement and Contract (DPAC) website for state A&E contracts and Caltrans Division of Local Assistance (DLA) website via bulletin for Local Agencies A&E contracts. 

DPAC, DLA, and Caltrans Audits and Investigations (A&I) are currently developing their test and evaluation process for the safe harbor indirect cost rate, since during the test period, Caltrans, with input from the sub grantees (Local Agencies) and the A&E firms, will report their test results and evaluations to FHWA. 

FHWA will monitor Caltrans’s progress and ensure that Caltrans and their sub grantees fulfill the expectations for reporting their test results and evaluations with the safe harbor indirect cost rate.  

[bookmark: _GoBack]In Summary:
· The safe harbor indirect cost rate is a pilot project concept
· Time frame July 1, 2013 through June 30, 2016
· Indirect cost rate is set at 110%
· 10 states are being tested and evaluated for the use of this pilot project concept
· California is one of the test States
· Caltrans has incorporated the safe harbor indirect cost rate process into their written risk-based oversight procedures
· The SHR implementation instructions are in the DPAC and DLA website. 
· Caltrans and their sub grantees (Local Agencies) will conduct a test and evaluation of the safe harbor indirect cost rate.  
· Caltrans and input from sub grantees (Local Agencies) and A&E firms will provide responses to FHWA of their observations, experiences and lessons learned from the test and evaluation
· FHWA will monitor the progress and ensure that Caltrans and their sub grantees (Local Agencies) fulfill the expectations for reporting their test results and evaluations with the safe harbor indirect cost rate.  
· As mentioned earlier, the underlying purpose is for FHWA to evaluate the merit of the concept for incorporation into future regulation, policy and guidance.  






Questions:

Local Agency A&E Contracts			Caltrans A&E Contracts
Nancy Shaul, External Audit Manager		Linda Laubinger, External Audit Manager
Local Assistance A&E and Single Audits		Caltrans A&E
Caltrans Audits and Investigations			Caltrans Audits and Investigations
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