DEPARTMENT OF ACCOUNTING AND GENERAL SERVICES

Amendment and Compilation of Chapter 3-123
Hawaii Administrative Rules

October 31, 2002

SUMMARY
§3-123-1 is amended.
§3-123-3 is amended.
§§3-123-5 to 3-123-16 are amended.
§§3-123-17 to 3-123-20 are repealed.
§§3-123-23 and 3-123-24 are amended.
§3-123-25 is a new section.

Chapter 123 is compiled.
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83-123-1 Applicability of cost principles. (a)
The cost principles and procedures in this chapter may
be used as gui dance in:
(1) The establishnment of cost estimates under
contracts where the award may not be based on
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§3-123-1

adequate conpetition, as in subchapters 6, 7,
and 9, chapter 3-122;

(2) The establishnent of cost adjustnents for
contract changes including contracts that
have been let on the basis of conpetitive
seal ed bidding or otherw se based on adequate
conpetition;

(3) The cost of termnation for conveni ence
settlenments; and

(4) Any other situation in which cost analysis is
used.

(b) These cost principles are not applicable to:
(1) Contracts awarded on the basis of conpetitive
seal ed bi dding or based on adequate price

conpetition;

(2) Costs which are fixed by law or regulation;
and

(3) Costs which are based on established
cat al ogue prices or market prices as defined
in section 3-120-2 and section 103D 104, HRS
[Eff 12/15/95; am and conmp 11/17/97; am and
conp 11/15/01; am and conp 11/25/02
(Auth: HRS 88103D 202, 103D-601) (Inmp: HRS
8103D- 601)

83-123-2 Allowable costs. (a) Any contract cost
proposed for estimating purposes or invoiced for cost-
rei mbur senent purposes shall be allowable to the extent
provided in the contract and, if inconsistent with
t hese cost principles, approved as a deviation under
section 3-123-24. The total allowable cost of a
contract is the sumof the allowable direct costs
actually incurred in the performance of the contract in
accordance with its ternms, plus the properly allocable
portion of the allowable indirect costs, |ess any
applicable credits such as discounts, rebates, and
property di sposal incone.

(b) Al costs shall be accounted for in
accordance with generally accepted accounting
principles and in a manner that is consistent with the
contractor's usual accounting practices in charging
costs to its other activities. |In pricing a proposal,
a contractor shall estimate costs in a manner
consistent wwth its cost accounting practices used in
accunul ati ng and reporting costs.

(c) Costs may be allowed only to the extent they

are:
(1) Appropriate, as defined in section 3-123-3;
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§3-123-3

Al | ocabl e, as defined in section 3-123-4;
Lawf ul under any applicable | aw

Not unal | owabl e under sections 3-123-5

t hrough 3-123-15 and 3-123-17 through 3-123-
20; and

(5) In the case of costs invoiced for

rei nbursenent, actually incurred or accrued
and accounted for in accordance with
general |y accepted accounting principles.

[ Eff 12/ 15/95; am and conp 11/17/97; conp
11/ 15/01; conp 11/25/02 ] (Auth: HRS
8§103D-601) (Inp: HRS 8103D 601)

A~~~
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8§3-123-3 Appropriate costs. A cost is
appropriate if, inits nature or anount, it does not
exceed that which would be incurred by an ordinarily
prudent person in the conduct of a conpetitively
simlar business. In determning the appropriateness
of a given cost, consideration shall be given to:

(1) Requirements inposed by the contract terns
and condi tions;

(2) Wether the cost is of a type generally
recogni zed as ordinary and necessary for the
conduct of the contractor's business or the
performance of the contract;

(3) The restraints inherent in, and the
requi renents inposed by factors as generally
accepted sound business practices, arns'
| engt h bargai ning, and federal and state | aws
and regul ati ons;

(4) The action that a prudent business manager
woul d take under the circunstances, including
general public policy and considering
responsibilities to the owners of the
busi ness, enpl oyees, custoners, and the
St at e;

(5) Significant deviations fromthe contractor's
est abl i shed practices which may unjustifiably
i ncrease the contract costs;

(6) The guidelines, policies, and limtations the
State establishes for travel related expenses
for its enployees; and

(7) Any other relevant circunstances. [Eff
12/ 15/ 95; am and conp 11/17/97; am and conp
11/15/01; am and conp 11/25/02 ]
(Auth: HRS 8103D-601) (Inp: HRS 8103D 601)
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§1-123-4

83-123-4 Allocable costs. (a) A cost is
allocable if it is assignable or chargeable to one or
nore cost objectives in accordance with relative
benefits received and if it:

(1) Is incurred specifically for the contract;

(2) Benefits both the contract and ot her work,

and can be distributed to both in reasonable
proportion to the benefits received; or

(3) |Is necessary to the overall operation of the

busi ness, although a direct relationship to
any particular cost objective may not be
evi dent .

(b) Costs are allocable as direct or indirect
costs. Simlar costs such as those incurred for the
same purpose, in |like circunstances, shall be treated
consistently either as direct costs or indirect costs
except as provided by these rules. Wen a cost is
treated as a direct cost in respect to one cost
objective, it and all simlar costs shall be treated as
a direct cost for all cost objectives. Further, al
costs simlar to those included in any indirect cost
pool shall be treated as indirect costs. Al
di stributions to cost objectives froma cost pool shal
be on the same basis.

(c) A direct cost is any cost which can be
identified specifically with a particular final cost
objective. A direct cost shall be allocated only to
its specific cost objective. To be allowable, a direct
cost nmust be incurred in accordance with the terns of
t he contract.

(d) An indirect cost is one identified with no
specific final cost objective or with nore than one
final cost objective. Indirect costs are those
remaining to be allocated to the several final cost
objectives after direct costs have been determ ned and
charged directly to the contract or other work as
appropriate. Any direct costs of mnor dollar anount
may be treated as indirect costs, provided that such
treatment produces substantially the sane results as
treating the cost as a direct cost.

(1) Indirect costs shall be accunulated into

| ogi cal cost groups with consideration of the
reasons for incurring the costs. Each group
shoul d be distributed to cost objectives
benefiting fromthe costs in the group. Each
indirect cost group shall be distributed to

t he cost objectives substantially in
proportion to the benefits received by the
cost objectives. The nunber and conposition
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(2)

(3)

§3-123-5

of the groups and the nethod of distribution

shoul d not unduly conplicate indirect cost

al | ocati on where substantially the sane

results could be achi eved through | ess

preci se net hods.

The contractor's nethod of indirect cost

group distribution may require exam nation

when:

(A) Any substantial difference exists
bet ween the cost patterns of the work
performed under the contract and the
contractor's other work;

(B) Any significant change occurs in the
nature of the business, the extent of
subcontracting, fixed asset inprovenent
progranms, inventories, the volume of
sal es and production, manufacturing
processes, the contractor's products, or
ot her rel evant circunstances; or

(© Indirect cost groups devel oped for a
contractor's primary |ocation are
applied to off-site | ocations. Separate
cost groups for costs allocable to off-
site locations may be necessary to
di stribute the contractor's costs on the
basis of the benefits accruing to the
appropriate cost objectives.

The base period for indirect cost allocation

is the one in which such costs are incurred

and accunul ated for distribution to work
performed in that period. Normally, the base

period is the contractor's fiscal year. A

di fferent base period nmay be appropriate

under unusual circunstances. In such cases,

an appropriate period should be agreed to in
advance. [Eff 12/15/95; conp 11/17/97; conp

11/ 15/ 01; conp 11/25/02 ] (Auth: HRS

88103D 202, 103D-601) (Inp: HRS 8103D 601)

8§3-123-5 Advertising. The only allowable
advertising costs are those for:

Recrui t nent of personnel;

Procurenent of scarce itens;

Di sposal of scrap or surplus material;
Listing of a business's nane and |location in
a classified directory; and

O her forms of advertising as approved by the
head of the purchasing agency. [Eff
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§3-123-5

12/ 15/95; conp 11/17/97; am and conp

11/ 15/01; am and conp 11/25/02 ] (Auth:
HRS §8103D- 202, 103D-601) (lnmp: HRS 81030
601)

8§3-123-6 Bad debts. Bad debts include | osses
arising fromuncol | ectabl e accounts and ot her cl ai ns,
such as di shonored checks, uncoll ected enpl oyee
advances, and related collection and | egal costs. Al
bad debt costs are unallowable. [Eff 12/15/95;
conp 11/17/97; am and conp 11/15/01; am and
conp 11/25/02 ] (Auth: HRS §8103D- 202, 103D-601)
(I'mp:  HRS 8103D- 601)

83-123-7 Contingencies. (a) Contingency costs are
contributions to a reserve account for unforeseen costs
and are unal | owabl e except as provided in subsection
(b).

(b) For the purpose of establishing a contract
cost estimate in advance of performance of the
contract, recognition of uncertainties within a
reasonably antici pated range of costs nmay be required
and is not prohibited. However, where contract clauses
are present which serve to renpove risks fromthe
contractor, there shall not be included in the contract
a contingency factor for such risks. Further,
contributions to a reserve for self-insurance in lieu
of, and not in excess of, comrercially avail able
liability insurance premiuns are allowable as an
indirect charge. [Eff 12/15/95; am and conp 11/17/97
am and conp 11/15/01; am and conp 11/25/02 ] (Auth:
HRS 8§103D-601) (Inmp: HRS §103D 601)

8§3-123-8 Depreciation and use allowances. (a)
Depreci ation and use all owances for fully depreciated
assets, are allowable to conpensate contractors for the
use of buildings, capital inprovenents, and equi pnent
or for the provision of such facilities on a standby
basi s for subsequent use when such facilities are
tenporarily idle because of suspensions or del ays not
caused by the contractor, not reasonably foreseeable,
and not ot herw se avoi dabl e when the contract was
awarded. Depreciation is a nmethod of allocating the
acqui sition cost of an asset to periods of its useful
life. Useful life refers to the asset's period of
econom ¢ usefulness in the particular contractor's
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§3-123-9

operation as distinguished fromits physical life. Use
al l omances provi de conpensation in |lieu of depreciation
or other equivalent costs. Consequently, depreciation
and use all owances may not be conbined to conpensate
contractors for the use of any one type of property.

(b) The conputation of depreciation or use
al l omances shall be based on acquisition costs. Wen
the acquisition costs are unknown, reasonable estinmates
may be used.

(c) Depreciation shall be conputed using any
general ly accepted nmethod, provided that the nmethod is
consistently applied and results in equitable charges
considering the use of the property. The straight-Iine
met hod of depreciation is preferred unless the
circunstances warrant sonme other nethod. However, the
State will accept any nmethod which is accepted by the
| nt ernal Revenue Servi ce.

(d) In order to conpensate the contractor for use
of depreciated, contractor-owned property which has
been fully depreciated on the contractor's books and
records and is being used in the performance of the
contract, use allowances nay be allowed as a cost of
that contract. Use allowances are allowable, provided
that they are conmputed in accordance with an
established industry or governnent schedul e or other
met hod nutual |y agreed upon by the parties. If a
schedul e is not used, factors to consider in
establi shing the all owance are the original cost,
remai ni ng estimted useful life, the reasonable fair
mar ket val ue, and the effect of any increased
mai nt enance or decreased efficiency. The cunul ative
use al l owance for any item of property over the course
of the project shall not exceed the actual market val ue
of that item

(e) No depreciation or use allowance will be
permtted for equi pnent, tools, or other itens having a
purchase price for that new itemor equivalent of |ess
t han one thousand dollars. [Eff 12/15/95; am and
conp 11/17/97; am and conp 11/15/01; am and conp
11/ 25/ 02] (Auth: HRS 8103D-601) (lnmp: HRS 8103D- 601)

83-123-9 Entertainnment. (a) Entertainnent costs
are unal |l owabl e and i ncl ude costs of anmusenents, soci al
activities, and incidental costs as neals, beverages,
| odgi ng, transportation, and gratuities.

(b) Nothing herein shall make unall owabl e a
legiti mate expense for job related enpl oyee heal th,
wel fare, food service, or |odging costs; except that,
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§3-123-9

where a net profit is generated by such services, it
shall be treated as a credit as provided in section 3-
123-21. Costs incurred for nmeetings or conferences,
including, but not limted to, costs of food, rental
facilities, and transportation are not all owabl e except
where the primary purpose is the dissem nation of
technical information or the establishnment of specific
project policies, as a partnering conference. [Eff
12/ 15/ 95; am and conp 11/17/97; am and conp 11/15/01,;
am and conp 11/25/02 ] (Auth: HRS 8103D- 601)
(I'mp:  HRS 8103D-601)

8§3-123-10 Fines and penalties. Fines and
penalties include all costs incurred as the result of
violations of, or failure to conply with, federal
state, and local |laws and regul ations. Fines and
penal ties are unal |l owabl e costs unless incurred as a
direct result of conpliance with specific provisions of
the contract or witten instructions of the procurenent
officer. [Eff 12/15/95; conp 11/17/97; am and conp
11/15/01; am and conp 11/25/02 ] (Auth: HRS
8§8103D- 202, 103D-601) (lnmp: HRS 8§103D- 601)

83-123-11 G fts, contributions, and donations.
G fts, contributions, and donations are unal |l owabl e.
[Eff 12/15/95; am and conp 11/17/97; am and conp
11/15/01; am and conp 11/25/02 ] (Auth: HRS
8§103D-601) (Inp: HRS 8103D 601)

83-123-12 |Interest expense. Interest is an
unal | owabl e cost. [Eff 12/15/95; am and conp 11/17/97
am and conp 11/15/01; am and conp 11/25/02
(Auth: HRS 8103D-601) (Inp: HRS 8103D 601)

83-123-13 Losses incurred under other contracts.
A loss incurred under one contract may not be charged
to any other contract. [Eff 12/15/95; am and conp
11/17/97; am and conp 11/15/01; am and conp 11/25/02
] (Auth: HRS 8103D-601) (Inmp: HRS 8103D 601)

83-123-14 Material costs. (a) Material costs are
al | owabl e, subject to subsections (b) and (c).
Material costs are the costs of all supplies, including
raw materials, parts, and conmponents (whether acquired
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§3-123-15

by purchase from an outside source or acquired by
transfer fromany division, subsidiary, or affiliate
under the common control of the contractor), which are
acquired in order to performthe contract. In

determ ning material costs, consideration shall be
given to appropriate spoilage, appropriate inventory

| osses, and appropriate overages.

(b) WMaterial costs shall include adjustnents for
all avail abl e discounts, refunds, rebates, and
al | owances which the contractor may take under the
circunstances, and for credits for proceeds the
contractor received or may receive from sal vage and
material returned to suppliers.

(c) Allowance for all materials transferred from
any division including the division performng the
contract, subsidiary, or affiliate under the conmon
control of the contractor shall be made on the basis of
costs incurred by the transferor, except the transfer
may be nade at the established price provided that the
price of materials is not determ ned to be unreasonabl e
by the procurenent officer, the price is not higher
than the transferor's current sales price to its nost
favored custoner for a like quantity under simlar
paynent and delivery conditions, and the price is
est abl i shed either:

(1) By the established catal ogue price; or

(2) By the lowest price obtained as a result of

conpetitive procurenents conducted wth other
busi nesses that normally produce the itemin
simlar quantities. [Eff 12/15/95; am and
conp 11/17/97; am and conp 11/15/01; am and
conp 11/ 25/ 02 ] (Auth: HRS 8103D- 601)
(I'mp:  HRS 8103D-601)

83-123-15 Taxes. (a) Except as limted in
subsection (b), all allocable taxes which the
contractor is required to pay and which are paid and
accrued in accordance with generally accepted
accounting principles are allowabl e.

(b) The follow ng costs are unal |l owabl e:

(1) Federal, state, and |ocal incone taxes;

(2) Al taxes fromwhich the contractor could
have obtai ned an exenption, but failed to do
so, except where the admi nistrative cost of
obtai ning the exenpti on woul d have exceeded
the tax savings realized fromthe exenption;

(3) Any interest, fines, or penalties paid on
del i nquent taxes unless incurred at the
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§3-123-15

witten direction of the procurenment officer;
and

(4) Incone tax accruals designed to account for

the tax effects of differences between
taxabl e i ncone and pretax incone as reflected
by the contractor's books of account and
financi al statenents.

(c) Any refund of taxes which were allowed as a
direct cost under the contract shall be credited to the
contract. Any refund of taxes which were allowed as an
indirect cost under a contract shall be credited to the
i ndirect cost pool applicable to any contracts being
priced or costs being reinbursed during the period in
whi ch the refund is made.

(d) Direct governnent charges for services, such
as water, or capital inprovenents, such as sidewal ks,
are not considered taxes and allowable costs. [Eff
12/ 15/ 95; conp 11/17/97; am and conp 11/15/01; am and
conp 11/ 25/ 02 ] (Auth: HRS §8103D- 202, 103D-601)
(I'mp:  HRS 8103D-601)

83-123-16 Costs requiring prior approval to be
allowable as direct costs. The follow ng costs shal
be approved in advance in witing by the procurenent
of ficer.

(1) Pre-contract. These are incurred after
contract award in anticipation of, and prior
to, the notice to proceed, and are all owabl e
to the extent that they would have been
allowabl e if incurred after the date of the
notice to proceed; provided that, in the case
of a cost-rei nbursenent type contract, a
speci al provision nmust be inserted in the
contract setting forth the period of tinme and
maxi mum anount of cost which will be covered
as all owabl e pre-contract costs.

(2) Bid and proposal. Costs incurred in
preparing, submtting, and supporting bids
and proposal s including proposals for the
charges for change work within the scope of
the contract and are specifically permtted
by a provision of the contract or
solicitation docunent.

(3) Insurance. Costs of obtaining insurance in
connection with performance of the contract
or contributions to a reserve account for the
purchase of self-insurance, but only the cost
to the contractor to obtain simlar insurance
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§3-123-21

and is specifically required for the
performance of the contract. Actual |osses
whi ch shoul d have been covered by perm ssible
i nsurance or were expressly covered by self-

i nsurance are unal | owabl e unl ess the parties
expressly agree otherwise in the terns of the
contract.

(4) Litigation. Includes all filing fees, |egal
fees, expert witness fees, and all other
costs involved in litigating clains before an
adm ni strative hearings officer or in court,
except that costs incurred in litigation by
or against the State are unallowable. [Eff
12/ 15/95; am and conp 11/17/97; am and conp
11/ 15/01; am and conp 11/25/02 ] (Auth:

HRS 8§103D-601) (Inmp: HRS §103D- 601)

§3-123-17 REPEALED. [R 11/25/02 ]
§3-123-18 REPEALED. [R 11/25/02 ]
§3-123-19 REPEALED. [R 11/25/02 ]
§3-123-20 REPEALED. [R 11/25/02 ]

83-123-21 Applicable credits. (a) Applicable
credits are receipts or price reductions which offset
or reduce expenditures allocable to contracts as direct
or indirect costs. Exanples include purchase
di scounts, rebates, allowances, recoveries or
indemmi fication for | osses, sale of scrap and surplus
equi prent and materials, adjustnments for overpaynents
or erroneous charges, and incone from enpl oyee
recreational or incidental services and foods sales.

(b) Credits shall be applied to reduce rel ated
direct or indirect costs.

(c) The State shall be entitled to a cash refund
if the related expenditures have been paid to the
contractor under a cost-reinbursenment type contract.

[ Eff 12/ 15/95; am and conp 11/17/97; conp 11/15/01;
conp 11/25/02 ] (Auth: HRS 8103D-601) (Inmp: HRS
8§103D- 601)
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§3-123-22

§3-123-22 REPEALED. [R 11/17/97]

83-123-23 Use of federal cost principles. (a)
In dealing with contractors operating according to
federal cost principles, Federal Acquisition
Regul ati ons, the procurement officer, after notifying
the contractor, may use the federal cost principles as
gui dance in contract negotiations, subject to
subsection (b).

(b) Al requirenents set forth in federa
assi stance instrunments applicable to contracts |et by
the State under a federal assistance program nust be
satisfied. Therefore, to the extent that the cost
principles which are specified in the assistance
instrument conflict with these cost principles, the
federal cost principles shall control. [Eff 12/15/95;
conp 11/17/97; am and conp 11/15/01; am and
conp 11/ 25/ 02 ] (Auth: HRS §8103D- 202, 103D
601) (Inp: HRS 8103D- 601)

83-123-24 Authority to deviate from cost
principles. When the best interest of the State woul d
be served by a deviation, the procurenent officer may
deviate fromthe cost principles set forth in this
chapter; provided that a witten determ nation shall be
made by the procurenent officer specifying the reasons
for the deviation. A copy of the determ nation shal
be filed pronmptly with the head of a purchasi ng agency
and the determ nation shall be effective only upon
approval by the head of a purchasi ng agency and upon
i ncorporation into the contract. However, to be
rei nbursed, all costs nust be appropriate, |awful
al I ocabl e, and accounted for in accordance with
general ly accepted accounting principles and a
devi ation shall not contravene this principle. [Eff
12/ 15/ 95; am and conp 11/17/97; am and conp 11/15/01;
am and conp 11/25/02 ] (Auth: HRS 88103D- 202,
103D-601) (Inp: HRS 8103D- 601)

83-123-25 Interimrules. This chapter 123,
subtitle 11 of title 3, Hawaii Adm nistrative Rul es,
repl aces rescinded interimrules previously adopted on
11/15/01 (file no. 2400)." [Eff 11/25/02
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Amendnents to and conpilation of chapter 123,
title 3, Hawaii Admi nistrative Rules, on the Sunmary
Page dated Cctober 31, 2002 were adopted on Cctober 31,
2002 follow ng a public hearing held on Cctober 16,

2002 in Honol ulu, Hawaii; and via video conference from
Honol ul u, Hawaii on Cctober 16, 2002 to Hl o, Hawaii ;
Wi | uku, Maui; and Li hue, Kauai; after public notice
was given in the Honolulu Star-Bulletin, Hawaili

Tri bune-Heral d, West Hawaii Today, The Maui News, and
The Garden |sland on Septenber 16, 2002.

They shall take effect ten days after filing with
the Ofice of the Lieutenant Governor.

PHYLLIS M KO KE
Chai r per son
Procurenent Policy Board

MARY ALI CE EVANS
State Conptroller

APPROVED:

BENJAM N J. CAYETANO
Gover nor
State of Hawai i

Dat ed:

Fil ed
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APPROVED AS TO FORM

Deputy Attorney Ceneral
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