
Mastering Government Cost Compliance for
Unallowable Cost Identification

Understanding the Stakes in Government Cost Compliance
Working with government contracts means living under a microscope. Every dollar you charge
must trace back to a clear, allowable purpose, and the rules around what counts as allowable
are strict. I have seen contractors lose millions in disputed costs simply because they could
not prove that an expense directly served the contract. That is where government cost
compliance becomes a daily reality, not just a policy document on a shelf.

The Federal Acquisition Regulation and the Cost Accounting Standards lay out what costs are
unallowable. Things like entertainment, advertising, and certain legal fees are obvious red
flags. But the gray areas are what trip people up. Indirect costs, overhead allocations, and
shared services often blur the line between allowable and unallowable. Without a solid system,
you end up either leaving money on the table or facing an audit that claws back funds.

Why Unallowable Costs Slip Through
In my experience, most compliance failures come from poor cost tracking, not intentional
fraud. A project manager books a team dinner to celebrate a milestone. That seems
reasonable, but unless the contract explicitly allows for morale events, that dinner is
unallowable. The expense gets coded to the wrong account, and suddenly your indirect cost
pool includes a charge that should have been flagged.

Another common pitfall is allocating overhead based on a simple percentage without verifying
that each allocation is proportional to actual benefit. A contractor I advised once allocated 15%
of corporate legal costs to a fixed-price government contract. The auditor disallowed the entire
amount because the legal work had nothing to do with that contract. That is a costly lesson in
government cost compliance.

The problem is that manual review processes are slow and prone to error. Spreadsheets get
outdated, emails get lost, and people interpret rules differently. By the time an audit happens,
you are scrambling to reconstruct cost justifications from incomplete records.

Building a Compliance-First Approach
The key is to embed compliance into your cost collection process, not treat it as an
afterthought. That means using software that can apply cost allowability rules in real time.
When an employee submits an expense, the system should check it against the contract terms
and flag potential issues before the cost is recorded.
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For example, a good compliance system can automatically tag costs by contract number and
allowability category. It can also track indirect cost pools and ensure that allocations follow the
benefit principle. Instead of a blanket percentage, the software can use labor hours, square
footage, or machine time to distribute overheads fairly. This reduces the risk of disallowed
costs later.

One tool that addresses this is SpendLogic. Its focus on streamlined cost analysis helps
contractors identify unallowable costs quickly. The software is designed to integrate with
existing accounting systems, so you do not have to re-enter data or change your workflow. It
applies the FAR and CAS rules to your transactions and gives you a clear picture of which costs
might be challenged.

Practical Steps to Improve Compliance Today
You do not need a complete system overhaul to start improving your government cost
compliance. Here are a few steps that I have seen work in real contracting environments:

Review your indirect cost allocation plan annually. Make sure the bases you use still
reflect how resources are actually consumed by each contract.

Train project managers and procurement staff on the basics of allowability. They do
not need to be experts, but they should recognize red flags like entertainment, gifts, or
excessive travel.

Set up a pre-approval process for any expense over a certain threshold. This gives
compliance staff a chance to review cost allowability before the money is spent.

Use software to automate the matching of costs to contract terms. Manual review is
fine for small shops, but as you grow, automation becomes necessary.

Conduct mock audits every six months. Pick a sample of costs from each contract
and see if you can defend them. The gaps you find will tell you where to focus
improvement.

Making the Case for Better Tools

I have heard contractors say that compliance software is too expensive or that their current
process works fine. But the cost of a disallowed cost can be huge, especially if it triggers a full
audit. In one case, a mid-sized contractor lost $400,000 in disallowed overhead costs because
they could not show that the allocation was based on actual benefit. That amount would have
bought several years of compliance software.

Beyond dollars, there is the reputational risk. A pattern of unallowable costs can lead to
suspension or debarment. No one wants to be on that list. Investing in solid government cost
compliance is an investment in your ability to keep winning contracts.



Common Misconceptions About Unallowable Costs
One misconception I often hear is that only direct costs matter for compliance. Actually,
indirect costs are where most of the risk lies because they are harder to trace. Another myth is
that you can simply allocate all indirect costs using a single rate across all contracts. That
might work for commercial work, but government contracts require that each cost be directly
beneficial to that specific contract.

Also, some people think that if a cost is reasonable in amount, it must be allowable. That is not
true. A $50,000 legal fee might be perfectly reasonable for a complex dispute, but if the dispute
has nothing to do with the government contract, the cost is still unallowable. Reasonableness
and allowability are two different tests.

Finally, there is a belief that small contractors are exempt from these rules. They are not. The
same FAR regulations apply regardless of contract size. Small businesses often get hit hardest
because they lack the administrative infrastructure to track costs properly.

Looking Ahead
Government cost compliance is not getting easier. Auditors are becoming more sophisticated,
using data analytics to spot anomalies. Contractors need to stay ahead by using tools that
provide visibility into every cost element. The days of relying on spreadsheets and gut feel are
over.

SpendLogic represents a shift toward proactive compliance. By identifying unallowable costs
early, contractors can either reclassify them or remove them from the billable pool before they
cause problems. That saves time, money, and stress during audits.

If you are serious about winning and keeping government contracts, make compliance a core
part of your financial operations. It is not just about avoiding penalties. It is about building a
reputation as a reliable, trustworthy partner. And that pays off in the long run.


